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1. The problem

Italy is at the edge of a deep revolution. In October 2001, a Constitutional reform was approved -via national referendum- which deeply altered the balance of power between central and local governments, transferring to the latter a large number of previously centrally held governmental functions. In turn, this Constitutional change is just the last step of a on-going process which in less of a decade has dramatically modified the Italian intergovernmental system, transforming one of the most centralised country of the world in a de-facto decentralised one. Powerful political and economic forces have shaped and determined this process. However, ideas have been very influential too. Several economists, both in and out government institutions have argued and worked in these years in favour of decentralisation, seeing the process as an opportunity to increase accountability and efficiency at the local level
.

The fact that most Italian economists hold these views is unsurprising. Economic theory is traditionally supportive of decentralisation (i.e. Oates, 1972); and if anything, the recent surge of interest in fiscal federalism, by increasing our grasp of the internal functioning of governments, has moved the balance even further in favour of decentralisation (Roland and Qian, 1999; Besley and Coate, 1999; Seabright, 1996; Tabellini and Persson, 2001). More applied economists, specially the ones working in international organisations, have consistently been more sceptical though (Tanzi, 1996; Prud'homme, 1995; Bird et al., 1995). They pointed out that whatever its merits in theory, in practise decentralisation often does not fulfil its promises, either in terms of microeconomic efficiency or in terms of macroeconomic stability. The potential problem this literature stresses most 
 is a version of  the moral hazard phenomenon known as the "soft budget  constraint" (e.g. Kornai, 1972). If local governments perceive they can externalise the cost of providing local services to the other jurisdictions or to the central government, they will have an incentive to do so, expecting others to foot the bill. Excessive and inefficient spending at local level, waste and distortions in local public goods supply, up to the point of undermining the soundness of national finances, may then be the result
. 

In Italy, there is little doubt this problem is going to be crucial. Local governments have already a long tradition of bailing-out by the central government (Bordignon, 2000b), up to the point that the current pattern of local public expenditure is still more a result of past local expenditure, sustained by the central government with increased transfers, than that of a rational system of resource allocation (Emiliani et al.,1997). Decentralisation, by dismantling the hierarchical control system on local government behaviour that the Italian central government built in the years, may worsen the problem. Furthermore, decentralisation occurs in Italy in a situation of still unsettled conditions for the national public finance,  and under the constraints imposed by the EU "stability pact". The potential threat that decentralisation imposes on national public finance is accordingly more serious.

If the problem is general, nowhere it is likely to be as serious as in the public health sector. Bailing-out of regional deficits in health expenditure has not been limited to single episodes of financial crises, as for example in the case of municipalities (Bordignon, 2000b). Rather, it has been a structural characteristic of the Italian system of intergovernmental relationship since the ‘70s, when regions where formed. Furthermore, health expenditure is by far the most important item of actual expenditure by Italian regions and the one where the expected rate of growth is the largest due to structural phenomena (e.g. the increased share of old people in the population or the rising cost of health services). Clearly, it is particularly on health expenditure that the financial viability of the Italian version of fiscal federalism will be assessed.

Behind these financial problems in the health sector, there is essentially a "constitutional failure". The 1948 Italian Constitution considers access to health services as one of the fundamental right of citizenship, thus making the State and therefore the central government responsible for guaranteeing this right; on the other hand, the same Constitution also assigns to regions the responsibility for managing the health public system. There is then a built-in problem of shared responsibility, which has reduced political accountability and made it easier for regions to rely upon central government intervention. The 2001 Constitutional amendment has not solved this problem; if anything, it has made it worse by extending it to other functions as well (mainly education). Health is now a "funzione concorrente” (concurrent function) between the central government and the regions, where the former sets up the general principles and the latter implement these principles (Giarda, 2001).

In principle, a total assignment of powers to regions on health services would certainly be desirable in order to enforce harder budget at regional level. On the other hand, this might increase inequalities in the supply of health services across the national territory beyond what it is considerate ethically and politically acceptable, threatening national unity. It is then understandable that central government wishes to maintain some control on this sector. Health services, in other words, have naturally a "national" constituency which makes it hard for central government to commit not to interfere with regional choices. Indeed, even the neater separation of tasks advocated by some political forces in the actual centre-right government (the so called "devolution"), does not seem to go as far as to give regions all powers in health decision.

Realistically, it is then likely that even in the future we will have to live with some amount of shared responsibility between central governments and regions in the context of health provision. But this also means that regions will have good reasons to believe that  in case of  financial difficulties affecting their ability to provide health services, the central government will step in  and rescue them, either by bailing out regional deficits or simply by increasing grants. Expectations of this behaviour in turn may induce excessive expenditure and low effort in increasing efficiency at regional levels. 

This does not mean, however, that nothing is going to change. On the contrary, the relationship between central government and regions in the context of health expenditure has already been changed via ordinary law at the end of the previous legislature, and it is very likely these changes will be maintained under the present Constitutional amendment. In the past, central government interpreted its role of guarantor of citizenship rights as meaning that it had the right to determine directly factor prices and supply rules in the health sector, bypassing regional authority. This effort was only partially successful; per capita health expenditure did tend to converge somewhat across regions, but quality remained differentiated. Furthermore, this hierarchical mechanism came at the cost of  reducing even further the accountability of regional governments, providing them with an alibi for not controlling the growth of health expenditure.

But whatever the judgement one wishes to make on this system, it is important to understand that it cannot be maintained in the future, for the simple reason that it heavily relied on direct financing by the central government for a large part of regional health expenditure. But central direct financing was abolished in 2001 (DLEGS 56/2000), and  substituted  with shared tax, own regional resources, and a new mechanism to share these resources across regions. The new Constitution envisages a system of financing for local governments - including an interregional redistribution system - which seems to be very similar to this new mechanism, and it goes even further in establishing that regions should be made totally autonomous financially. Furthermore, the earmarking of national resources to the health sector, another of the crucial mechanisms used by the centre to control for regional health expenditure, has also been eliminated. Since 2001 regions are no longer under the obligation to spend their attribution from the National Health Fund in the health sector, and the fund itself has been abolished. Instead, regions are under the obligation to reach in the provision of health services in their territory at least nationally determined minimum standards (“livelli essenziali di assistenza” or LEA), which have just been set forward by the central government (December 2001). LEA are the residual mechanisms remained in the hands of the central government for controlling regional health expenditure and are also the key for guaranteeing equity in the distribution of health services across national territory. Failure to meet the LEA requirements by a region may lead to loss of autonomy for that region, in the sense that the central government may force the region to spend additional resources in the health sector up to the LEA minimum requirements. 

The reforms just passed therefore defines a new system for regional funding (hence of the health sector), and also a new system for guaranteeing equity in the provision of the health services. Quite likely, this system will also survive the Constitutional amendment, as the new text seems to have been written by having precisely these new developments in mind. The question then becomes if this system will work, in the sense of both guaranteeing satisfactory levels of equity in the health supply across the territory and of not providing regions incentives to misbehave financially. As direct controls by the centre on regional health expenditure have been lifted, while a national interest in health care supply remains,  the risk of  running in soft budget problems at regional level is even larger than before. Regions, for example, might more easily divert resources from the health sector to other more politically rewarding sectors. They will not do it only if the new system also managed to change the net benefits of doing so for the regions, and to increase the commitment capacity of the central government. To understand if this is the case, we have then to ask what caused soft budget problems in the past and if the new system removed these causes.

To answer this question, we follow different paths. We first review in greater detail these recent developments in intergovernmental relationships, paying particular attention to the ones which occurred in the National Health System. In particular, as the fundamental justification for a role of central government in health care matters is in terms of territorial equity, we discuss the role that LEA may have in reaching this goal. Second, in order to identify the causes of the soft budget problems in Italy, we perform an empirical analysis on regional health deficits in the ‘90s. In particular, we ask if the number of political and financial reforms which characterised the period systematically affected both the propensity of regions to control the health expenditure, and the commitment ability of central government.

Summing up the results of the analysis, our review suggests that the reforms of the ‘90s were not very successful. Central government managed to control the growth of public health expenditure in the crucial years before the Maastricht test, but more as result of draconian measures decided by the centre than as a result of the new and correct incentives being put in place for regions. This puts on a rather dim light the perspectives for the Italian version of fiscal federalism, as its hidden premise seems to be that by simply providing regions with large autonomous resources will be enough to solve soft budget problems. Patently, this is not the case. Although still very preliminary, the empirical analysis adds some other very interesting insights to this general picture. First, it proves that there were indeed structural problems in the way the health public sector has been financed in  Italy. Not only did the government, mainly for reasons of "budget dressing", deliberately underfund the health sector for years, but the redistribution formula across regions, based on (age corrected) per-capita equalising rules, did not account enough for the structural differences existing across the regional health systems. This is only part of the story, however. Beyond these structural factors, many other variables affected both the level and the variance of the health deficits across regions in the ‘90s. As expected, the general conditions of public finance and the need to respect the Maastricht parameters in 1997 go a long way in explaining the evolution of both health financing and health expenditure in the ‘90s. Furthermore, fundamental changes in national political features, such as the (partial) move to a majority rule based electoral system and the corresponding lengthening of the average duration of governments seems to have had the effect of strengthening the regional budgets reducing both financing and expenditure. On the regional side, there is mainly evidence of  common pool effects, with smaller and poorer regions being less involved in controlling public expenditure than larger and richer ones. Quite surprisingly, similar political colour between central and regional governments did not seem to affect either the financing or the expenditure of regions.



These results need to be confirmed through a much more scrupulous econometric analysis. Still, their cumulate role in explaining the variance of regional health deficits is so large to support the view that behind the health public sector financial problems in Italy are essentially political and intergovernmental relationships problems. Consequently, it is on these grounds that  a solution must be sought. As we doubt the reformed Italian Constitution may shield the country from future soft budget constraints problems, we suggest in section 5 a number of further steps to reach these aims. Anticipating them here, we argue that Italy needs:



1) a larger role being given to intergovernmental negotiation and exchange in the determination of health expenditure and financing. In turn, this might or might not require the introduction of a chamber of regions, along the lines of the German Bundesrat, but it certainly requires a reform of the way the actual intergovernmental bodies work, involving representation and decision rules.



2) The introduction of an independent Authority which supports intergovernmental bargaining relationships, providing reliable estimates of regional needs, costs and tax bases, along the lines, for example, of the Australian Grants Commission.

3) A neater separation of roles between central government and regions in the provision of health services, as required by the new Constitution. In particular, regions should have full autonomy in the organisation of their health system, including the choice of tariffs and prices of productive factors (wages and salaries).

4) Territorial equity should also be guaranteed by an explicit institutional pact taken by the regions and the government, along the lines of the Canadian Provinces, and by a system of national standards set up together with the regions. The actual national standards, based on LEA, should be substituted by more output oriented indicators.

5) A reform of bankruptcy regulations, which also includes a suspension of sovereignty for those regions which ask for government's help.

The rest of this paper is organised as follows. Section 2 offers an institutional analysis on the evolution of the regional financing system in Italy, including the most recent developments and the Constitutional reform. Section 3 focuses on the National Health Service (“Servizio Sanitario Nazionale” or SSN), providing detailed information on objectives, regional organisation, financing rules and equity effects. Section 4 refers to the soft budget constraint literature to help us make sense of what happened in Italy in the ‘90s, studying the effect of several political and economic variables on regional health deficits. Section 5 presents our conclusions and tentative policy suggestions, building upon the international evidence of federal countries.

2. Institutional background and the evolution of the regional system


In this section, we briefly introduce the reader to the main characteristics of the Italian intergovernmental system, focusing in particular on regions, and among these on ordinary regions and on the recent developments. In the next section we will then focus on public health organisation and finance.

2.1 The Italian system of government

There are four levels of government in Italy: central, regional, provincial and municipal. Local governments are constituted by 20 regions, around 100 provinces, and more than 8,300 municipalities. There is no hierarchical relationship between these different levels of government. Each local government is basically autonomous in pursuing its policies and, in particular, there are very few financial links between the different levels of sub-national governments. On the contrary, each local government has a direct financial link with the central government. Among the sub-national governments, municipalities and provinces have been part of the structure of the Italian state since its unification last century
; regions were instead only introduced with the 1948 Constitution. Furthermore, 15 of these, called the ordinary (statute) regions, were formally established in 1970.


Municipalities and provinces are administrative bodies. Municipalities, by far the most important of the two, are in charge of managing services such as local police, public hygiene, social welfare, solid waste collection, street cleaning, urban planning, urban public transportation, street maintenance, zoning and regulation of trade, supply of gas and electricity, parks and sports facilities, and the provision and maintenance of buildings for primary and secondary education. Provinces have residual responsibilities for non-solid waste collection, maintenance of provincial highways, mountain transportation and air and water pollution control.

Italian regions belong to two different groups: special (statute) regions and ordinary (statute) regions. Special regions were established immediately after the war
. Their statutes, which in some cases (e.g. Sicilia) were issued even before the same 1948 Constitution, have the rank of constitutional laws. Each special region is a world apart from the other special regions, but there are some common features (Cerea et al, 1989). First, they have generally been attributed more functions than ordinary regions
. Second, their primary source of revenue are shared national taxes. Which national taxes are shared and to what extent, depends on the statute of each special region. The five special regions are either large islands (Sicilia and Sardegna) or small regions close to the national borders with a high percentage of foreign population (Valle d’Aosta, Trentino Alto Adige, Friuli Venezia Giulia). The larger autonomy and resources given to these regions were mainly meant to prevent the threat of separatist movements and ethnical conflicts. Because of the relative abundance of resources, they had in general a better life than ordinary regions; especially in the case of the three small regions of the North, they are generally regarded as local governments with high tradition of efficiency in the supply of services. Special regions are legislative bodies; in the range of their competencies, they can legislate regulating their own territories and decide which functions to implement. 

Ordinary regions are also legislative bodies; however, before the very recent Constitutional  amendment (see par.2.5 below), they could issue laws only in the framework of what is established by central government laws. Ordinary regions are responsible - directly or indirectly through local production units such as the Local Health Units (since 1993, Local Health Firms)- for most expenditures on health, local transportation, welfare, agriculture, environment, tourism, public housing and vocational training. These functions have been largely extended by the Constitutional reform, although it will probably take several years before regions will be able to use their new powers. The 1948 Constitution was less precise in defining the resources to be given to these regions, talking generally of shared national taxes, own taxes and grants from the central government. As a result, as discussed below, the central government chose for a long period of time to finance these local governments almost exclusively trough conditional and unconditional grants. 

Ordinary regions vary greatly in terms of population and size. The largest region, Lombardia, with almost 9 millions inhabitants, is a state of its own, larger than Austria. The smallest region, Molise, with slightly more than 300,000 inhabitants, is smaller than many Italian cities. Irrespective of size, all ordinary regions are assigned the same tasks by law.

Italian regions do not differ only in size, however. The most important distinction is in terms of the part of the country in which they are located. As it is well known, the Centre-North of Italy is, by all standards, much more developed than the South. This reflects itself not only in higher resources being available for the Northern regions
 but also in a better social climate and in a tradition of better administrative government. This explains the great emphasis put by Italian national politicians on the redistributive role of the public sector across the country.


We discuss expenditure and revenue assignments of regions in more detail in the next section. A few quantitative indicators may, however, be useful to set the stage for the discussion. Table 2.1 reports total revenues and expenditures for all levels of governments in selected years. It shows that sub-national governments are responsible for more than 25% of all total expenditures (including Social Security), and their expenditures are around a third of central government spending (excluding Social Security). Netting out intergovernmental transfers (figures in parentheses), sub-national governments spend approximately half as much as the central government - the latter figure includes interest payments, so that in terms of primary spending this ratio is even higher. Local expenditures were on average around 14% of GDP in the ‘80s, a figure which matches pretty closely the corresponding figures for other developed countries (see Bailey, 1997). However, local government own revenues (figures in parentheses) were on average below 3% of GDP, a number by far lower than the corresponding figures in other countries. There then is clear evidence of a mismatch between own revenue and expenditure. Indeed, concerning tax revenues, up to the beginning of the ‘90s Italy was probably one of the most centralised country in the world.

	Table 2.1: Revenue and expenditure by the different levels of government (% of GDP)

	Years
	General Gov.1
	Central Gov.
	Sub-national Gov.

	
	Revenues
	Expenditures
	Revenues2
	Expenditures2
	Revenues2
	Expenditures2

	1980
	33.6
	42.2
	23.5 (20.3)
	30.8 (18.2)
	11.7 (1.9)
	12.8 (11.3)

	1985
	38.6
	51.2
	28.8 (24.0)
	41.4 (24.0)
	14.0 (2.3)
	14.1 (14.0)

	1990
	42.5
	53.4
	31.0 (26.5)
	40.9 (25.4)
	13.2 (2.9)
	14.6 (14.5)

	1993
	45.0
	57.6
	43.1 (29.9)
	43.1 (29.0)
	13.6 (4.2)
	14.1 (14.0)

	Source: ISTAT 1) Including social security contributions and payments. 2) Gross of transfers; same figures net of transfers from or to the other levels of governments in parentheses.


	Table 2.2: Local government revenues and expenditures (% of GDP, 1992)

	Revenues and expenditures
	Ordinary

Regions
	Special Regions
	Provinces
	Municipalities

	Total revenues
	6.9
	2.4
	0.6
	5.5

	Current revenues
	6.1
	2.2
	0.6
	4.4

	of which: Transfers
	5.9
	2.2
	0.4
	2.6

	Total Expenditure
	7.0
	2.9
	0.7
	5.7

	Current expenditure
	6.0
	1.8
	0.5
	4.0

	Source: Italian Ministry of Budget


Table 2.2 distinguishes total expenditures and revenues for the different types of local governments in 1992, just before the decentralisation process began. Ordinary regions spent in the  ‘80s  approximately half of all local governments put together, while provinces cover a much smaller part of public expenditures. On the expenditure side, these figures did not change that much during the ‘90s. As we will see, with the exception of the “Bassanini” laws in 1997 (whose quantitative relevance is limited), the reforms of the ‘90s affected more the financing of regions than the attribution of functions to the different levels of government. These remained more or less unchanged. The big revolution will occur with the implementation of 2001 Constitutional reform. Once this is applied, regions' expenditure should more than double; according to some estimates (Bordignon and Cerniglia, 2001) something like 200 billions lire (more than 100 millions euro) should go from the central state to regions to finance the new allocation of functions.

The table also illustrates the mismatch between own revenues and expenditures for each type of local government. Clearly, the vertical imbalance was much more pronounced for both ordinary and special regions than for the other levels of government. Indeed, in 1992, own revenues of regions covered only 3% of their total current revenue. We will see below how things changed in the ‘90s.

2.2 Ordinary regions


In 1992, the year before the first reform of the 19’90s, ordinary regions spent 71.1 percent of their total resources on health services, 6.1 percent on transportation, 10.4 percent on economic services (mainly agriculture), 3.1 percent on education and culture, 1.3 percent on housing and 4.5 percent on general services. Interest payments were only 0.5 percent of total expenditures, all of which were used to finance capital expenditure
. On the revenue side, 2.7 percent came from own taxes, largely surcharges on small central government excises on consumption and production
, and 96.8 percent from grants and transfers. Of the transfers from the central government, less than four percent came as unconditional grants
, the rest as conditional grants. Among the latter, the most important were the National Health Fund, a fund earmarked for health expenditures, and the National Transportation Fund, earmarked for transportation. In addition, there were dozens of smaller earmarked funds, most of them destined to finance agriculture, forestry and other economic services.


As in the case of municipalities (see Bordignon, 2000), a deliberate choice had been made by the central government to keep the fiscal autonomy of the ordinary regions at the lowest possible level. The 1948 constitutional ambiguity regarding the financing of these regions was used to inflate the role of grants relative to own taxes and shared revenues. Conditional grants did not only predetermine the type of expenditure, but many more details, as regions were often given very strict guidelines by the central government.. For example, in the case of health services, the Ministry of Health determined the parameters for the supply of services in the regions (see section 3). Furthermore, most of the elements affecting health expenditures were directly determined by the central government itself (say, co-payment rates on drugs, wages and salaries of health workers, etc.).


Clearly, this reduced accountability for both regional politicians and managers; in practice, at least until the 1993 reform, they could simply claim to be  following central government rules. However, in a sense, they were not accountable to the central government either. They could be held accountable only if they failed to comply with the formal rules defining the allocation of grants. But there were few substantial controls, if only because poor accounting procedures in the public sector made such controls extremely difficult.


Two arguments were used to support this extreme centralisation of powers, which was certainly in conflict with the spirit if not the letters of the 1948 Constitution. First, the central determination of expenditures was thought to facilitate control over the growth and distribution of regional public expenditures. This also explains the decision, taken in 1982, to avoid any automatic determination of the grants. The size of the conditional and unconditional funds - together with all grants and transfers made to all the other local governments - were to be determined yearly by the central government at the time of presenting the budget law, depending on available resources and on the policies pursued by the central policy maker. 


Second, entrusting all resources to the centre and financing local governments via grants, was thought to enable the central government to reach higher levels of redistribution across the country. As argued above,  this was, and still is, felt particularly necessary as health services are concerned. A sentence in the Constitution was read as implying that access to the same health services was a constitutionally guaranteed right to all Italian citizens. As health services are assigned to the regions by the Constitution, the perceived implication was that each region should provide the same services in  the same way, imposing the same prices and charges to all citizens. As costs and needs differ across the country, the constitutional rule might well have been regarded compatible with different resources being assigned to different ordinary regions. In practice, however, estimating local cost functions and the quality of services was hard due to the lack of reliable data and accounting procedures. Therefore, the strive for uniformity in the provision of health services became a strive for uniformity in per capita health expenditures, with only limited adjustment for differences in the age composition of the population and for interregional mobility (see section 3).


In this respect at least, the central government was indeed successful. As can be seen in table 4.3, in spite of the large differences in own resources among Italian regions, (ordinary) regional per capita health expenditures shows remarkably little variance across Italian regions. By far less successful was the central government's effort to equalise the supply of services and to control the growth of regional expenditures. First, in terms of the quality of services, Northern regions have performed consistently better than their Southern counterparts (see section 3) inducing a large mobility of patients from the South to the North of the country.


Second, the overlapping of competencies in the health sector between the central government and the regions induced a large degree of fiscal irresponsibility at the local level. The separation of functions between the centre financing the services and setting rules and guidelines, and the regions managing the services turned out to be the worst of all possible worlds. All attempts made by the central government in the 19’80s and, as we will see in section 4, in  part of the 1990s, to control the growth of health expenditures by setting strict budget rules were largely ineffective, with actual expenditures running consistently above planned expenditures. Regions refused to accept any blame for this, always claiming that they were just applying state rules and not having enough room to promote resource saving in the sector. According to the regions, the blame was on the central government itself, which was consistently underfunding the National Health Fund, forcing the Local Health Units (LHUs), the regional bodies in charge of producing and managing the health services, to borrow to meet their financial needs. Irresponsibility at the regional level was reinforced by the lack of a credible penalties, such as bankruptcy procedures for regions. The result was a continuous bail-out of the LHU deficits by the central government and a loss of the central government’s ability to program health expenditures, exactly the opposite of what was hoped at the time of setting up the system. In turn, health being an important part of total government expenditures, this inability of controlling expenditures at regional level resulted in higher public deficit and debt.

2.3 The intergovernmental “drama” in the financing of the health sector 
In section 4 we will discuss in more detail the empirical evidence concerning expenditure and financing of the National Health Sector in the ‘90s. But before doing so, one can ask how was it possible that, for more than two decades, the central government consistently underestimated health expenditures and also accepted to bail out regional deficits. Even in an international context often characterised by financial problems in the relationship between centre and periphery (Ter-Minassian, 1997, Rodden et al, 2001), the Italian situation strikes the observer as exceptional. As far as we know, no country in the developed world has ever witnessed 20 years of on-going bailing-out by the centre of lower level government debts and deficits. The situation is so exceptional to make one think that bailing out of regional debt in the Italian context should not be regarded, at least for a long period of time, as a form of  exceptional intervention by the centre, but rather as a “normal”, although perverse, way of financing regional expenditure. To understand why this was the case, we have to look in some more detail at the process of setting up the NHF and at the incentives for the actors involved.

Each year, at the time of setting the budget law, the central government determined both the size of the NHF and its distribution across the regions. Both the size and the distribution of the NHF across regions were the result of a bargaining between the regions and the central government. As we discuss in section 3, the appropriation rules, which were often changed along the period, were however more or less set so as to equalise per capita health expenditures in each region, with some adjustments being made to account for patients’ mobility across regions and needs’ indicators (mainly, the age structure of the population). No account instead was made for structural differences in the regional supply of health services (i.e. the number of hospitals, the percentage of people employed in the NHS, etc.). However, in deciding the distribution of the NHS across regions, a lot of bargaining also took place, with more powerful regions attempting to claim more resources for themselves.

In deciding the size of the NHF, the central government deliberately underfunded the NHF, making it just slightly larger than the (planned) size of the previous year, often without consideration of the actual level of regional health expenditure. The regions, although protesting, basically accepted this underfunding, because everybody expected that the budget thus set for health expenditures was going to be “soft". Underfunding provided a short term but substantial (political) advantage to the central government. It allowed the central government to present a better looking national budget, thus reducing the need for hardly popular reduction in public expenditures or increases in the tax pressures. It did have, of course, longer term disadvantages. Expecting a bailing out, regions had no reasons to try to reduce waste or increase efficiency in the provision of health services; actually, as eventually all regional deficits were bailed out by the central government at least up to the mid ‘90s, the system implicitly and perversely ended up by giving a premium to the regions less efficient in controlling public expenditure. Hence, undefunding today surely produced more inefficiency and more expenditure tomorrow. However, some of these disadvantages were diluted by the peculiar characteristics of the Italian political system, such as the very short average life of governments (less then a year) and of legislatures, which up to mid ‘90s, regularly ended before their regular time span (5 years). This ensured that the government taking the decision to undefund the NHF today would most probably not be there to take the blame tomorrow when the consequences of this choice would appear to be evident. 


Faced with insufficient resources to finance health expenditures, regions could not borrow to meet their financial needs, because of the existence of strict regulations on regional borrowing for current expenditure. However, the Local Health Units (LHUs)
, the regional bodies actually in charge of producing and financing health services, could borrow, mainly through arrears to suppliers and cash advances  from commercial banks. In doing so, the LHU’s never met any serious credit constraints, despite their deteriorating financial situation, because it was again obvious to everybody that sooner or later the central government would step in and take care of debts and interests. As the process took time, however, private suppliers to LHU’s, expecting to be paid with delay, generally overpriced their services, thus further increasing waste in health expenditure. Eventually, and generally with two-three years delay, the central government did step in, clearing debts and interests of the LHU’s by issuing government bonds.


This immediately increased the stock of central government debt in the year in which the bail-out took place, yet without affecting the central government deficit in that year. The effect on the national budget appeared only in the subsequent years, when the interest on the increased debt was allocated to the national budget. Thus, by financing part of health provision through the bailing out of regional deficits the central government obtained the advantage of  being able to delay further the effects of the deficits on national finances.


Thus, at least during the ‘80s and for some part of the ‘90s, regional health deficits and bailing out by central government  were more the results of a drama being played by the different actors to the benefits of public opinion and international organisations than anything else. Everybody had its own returns in playing this game. The central government, because it could present better looking, although slightly faked, budget numbers; the regions and the LHU’s, because they could offer health services without really having to make any effort to reduce waste and at any rate being able to blame central government's underfunding for poor quality of services; the private suppliers of the LHU’s, because they could overprice them. 

Regional budgets were then certainly "soft", but somewhat paradoxically, it is probably wrong to think that Italy suffered from soft budget constraints problems. In the economic literature, the soft budget constraint problem essentially refers to a commitment problem (see section 4.1). Although trying to do so, a Principal is unable to commit ex ante to a given behaviour with respect to the actions subsequently taken by an Agent. In the case of Italy, at least for a long period of time, and in spite of the enormous amount of bills produced to control health expenditure (see section 3), the central government never seriously “tried” to enforce a tight local budget. For the reasons explained, it deliberately underfunded health expenditure, not really expecting regions to respect the budget. Things began to change only in the ‘90s, when it became clear that the deteriorating conditions of national finances and the external constraint called for harsher interventions.

2.4 The reforms of the ‘90s: attempts at decentralisation


The turning point in the Italian history of public finance occurred in 1992 (Monorchio, 1996), an exceptional year in the recent Italian history for two reasons. First, the financial crisis of the country culminated in Italy’s falling out of the European Monetary System and the devaluation of the lira. Subsequent accounts by the members of the ruling executive (Barucci, 1996) clearly show that the Italian government of the time feared the financial bankruptcy of the country, resulting from a refusal by private households and banks to hold government bonds. Repudiation of public debt was a serious possibility. To avoid a financial crisis, the most ferocious fiscal contraction in post-war Italy was introduced. In 1992 alone, the fiscal contraction amounted to more than five percent of GDP, resulting from increased taxes and cuts in public expenditures. Furthermore, long-needed “structural reforms” were introduced to reform the health system, the pensions system and local government financing
. The reversal of the financial situation started in 1992 was indeed successful; since 1993, the central government primary budget has presented large and increasing surpluses. In 1997, the primary surplus was as large as six percent of GDP, and the budget deficit dropped below three percent of GDP
 , allowing Italy to meet the Maastricht criteria and be admitted to the EMU in 1999. 

Second, the disclosures by the “clean hands” judges in 1992, emphasised by the media, quickly eroded the consensus of the parties which had continuously ruled the country since the end of World War II
. At one point in 1993, more than 100 Italian MP’s were under scrutiny for corruption by the judicial system. As a result, the Italian Parliament, which had traditionally been very responsive to the pressures of well organised groups and very good in blocking or delaying reforms which could jeopardise the power or the economic performance of these groups, had no strength nor legitimacy left to oppose the decisions taken by the executive. Together with the financial emergency, this explains why in 1992, in only three months, important reforms which had been discussed in Parliament for more than a decade, were quickly approved. These included important reforms of local governments and health financing. In particular, the central government’s attitude regarding local public finances seemed to change dramatically. Rather than attempting to control local expenditures by the centre, the attempt was made to increase financial responsibility at the local level by reducing the role of transfers and by increasing the revenue and expenditure autonomy of the local governments.


For what concerns us here, the main reforms were as follows. In 1993, following the reform of the health system, the two earmarked health taxes were attributed to the ordinary (and special) regions. Furthermore, the central government reduced its responsibility for the financing of health services to “guaranteed, nationally uniform” levels of health care services. Regions were to “bear the financial consequences of supplying health care above this guaranteed uniform level, of setting up health units and beds above the set standards, and for the deficit of the Local Health Units”. To help regions meet these requirements, extra resources and more fiscal autonomy were given to them. In particular, regions were allowed to increase the rates of the earmarked taxes up to six percent, and actually the law imposes them to do so if the Local Health Units were in deficit. Furthermore, the way of organising the supply of health services was also changed, giving more managerial autonomy to regions. The financing of the Health care units, both private and public, was changed by moving from a “retrospective” (cost-plus) system to a “prospective” (fixed price) one. In particular, public and private hospitals are now financed according to a DRG system. Furthermore, Local Health Units - renamed Local Health Firms - and the main public hospitals were transformed in firms, by adopting private sector accounting rules. They can now run profits, and these profits can be used to increase remuneration of employees. In coping with the logic of a decentralised system, also the determination of the DRG tariffs was attributed to regions (e.g. France, 1996).
In addition, new unearmarked resources (car taxes) were given to the regions in 1993, and  transfers were cut by the same amount. As an effect, the ratio of tax resources on total expenditure, and in particular the ratio of own tax resources on total expenditure, for regions jumped considerably, from around 3% at the beginning of the ‘90s to over 50% on average. Of course, given the large difference in resource endowments between the north and the south of the country, northern regions  received a much larger share of own resources than southern regions.

In 1995, the decentralisation process took another important step forward. In that year, all conditional and unconditional grants to ordinary regions, except those to the NHF, were abolished by the central government. In exchange, the regions obtained a share of the revenue from the national tax on gasoline consumed in their territory, and the right to increase, up to 30 lire per litre, the gasoline tax rate. To match the difference between the abolished grants and the revenue from shared taxes, a new unconditional Redistribution Fund was established. As the resources coming from the gasoline tax and the new Fund were not earmarked, the regions saw a further and consistent increase in their free resources.


In 1997, another massive tax reform took place (Bordignon et al, 2000 and 2001). The two earmarked health taxes were abolished together with ILOR, ICIAP (a small municipality own tax introduced in the ‘80s) and a number of other taxes on corporation and local consumption, and substituted by a new “regional tax on all productive activities”, IRAP. This new tax has a very large tax base (approximately half of the national GDP)
, and could raise consistent revenue with a low tax rate. In 1998, the first year of its application, and with an average tax rate around 4.2 percent, its revenue was around 50,000 billions lire.

According to its proponents, IRAP had to become the basis for the new regional financial autonomy. It was planned that eventually all revenues from IRAP had to flow to regions, and that regions should have some autonomy over their tax rate, allowing them to raise (reduce) the normal rate in their territory by one percent, discriminating this change at will across productive sectors and categories. However, given the surrounding uncertainty about economic effects of this tax and some unsettled political issues, in the period 1997-2000 a transitory regime was put in place. According to this scheme, 90% of the revenue from IRAP was earmarked to health and the rest was allocated freely to the regions (net of a quote to be given to municipalities and central government). Furthermore, 0.5% of the tax base of the personal income tax (IRPEF) was also allocated to regions and earmarked to health, again planning to offer regions the opportunity to increase their IRPEF share by 1% from 2000 onwards
. Paradoxically, at least in the transitory regime period, the net effect of these policies was to reduce rather than increase regional fiscal autonomy, as neither the tax rate of IRAP, nor the destination of IRAP revenue could be freely decided by regional governments.


Finally, in 1997 the two decentralisation framework laws (known as the “Bassanini” laws) were passed. These laws eliminated a number of formal controls by the central government on regional behaviour, and made an attempt to assign the regions and other local authorities all those administrative functions which the 1948 Constitution does not explicitly assign to the central government. The implementing laws were approved in 1998 and finally implemented only in 2000; regions received about 37,000 billions lira to finance the new functions in the form of a lump sum payment and increased shares in national taxes, including a share of  VAT (see below).

Reforms in the financing rules were not however the only strategy which was followed in Italy in order to increase accountability of local governments. New electoral laws were introduced for municipalities (1993) and ordinary regions (1994, 1999), which replaced the old, simple proportional rules
. Under the new rules, the role of the president of a region and of the mayor of a large city has been strengthened
.

Summing up, reforms in the ‘90s considerably changed the Italian intergovernmental system, in particular concerning ordinary regions
. At the end of the period, ordinary regions received conditional transfers from the central government only to finance health expenditures (in 1998, approximately half of NHF was directly financed by regions trough IRAP; the rest came from the central government); for the rest they were either self-financed or received unconditional money from sharing of national taxes or from the Redistribution Fund. Furthermore, the decentralisation laws had eliminated many formal controls which effectively reduced the legislative autonomy of regions in several sectors. In the health sector, in particular, regional autonomy in managing services and setting up tariffs was greatly increased. 


For once, central government did seem to be determined to control public expenditure by increasing financial accountability of the regions. Did these reforms work? Not really, or at least not on financial grounds, and especially not in the health public sector. We discuss the empirical evidence in more details in section 4, but for the time being note the following. First, following 1992, the central government did manage to reduce considerably health expenditure; in 1995, for the first time in its history, average regional expenditure was in line with planned financing. However, these were more the results of draconian measures
 passed by the central government in the crucial years following the 1992 crisis, than the result of changing incentives for regions. Moreover, health expenditures started accelerating  immediately afterwards, resulting again in massive and increasing regional health deficits in the second half of the ‘90s. Second, the 1993 reform was a failure on financial grounds. In spite of the law, regions always refused to use their increased fiscal autonomy to finance these deficits; the room given to them to raise the earmarked health tax rate (which they had at least up to 1998) was never used. Quite clearly, the implied threat in the 1993 health reform law was not credible; regions knew that by not raising their tax rates they would eventually force the central government to give in and finance the deficits. 

More generally, the unsolved problem with the organisation of the health sector also spilled over to other sectors as well, distorting regional incentives. Although provided with extra resources, regions generally preferred to raise and spend this extra money in sectors other than health services, leaving central government with the obligation to cover the deficits in the health sector. There were at  least two reasons for this. First, the perceived budget constraint was certainly softer in the health sector than in other fields under the direct control of regions. Regions were more certain that the central government will eventually foot the bill for health spending rather than, say, spending for agriculture or tourism. Second, as their citizens perceived these sectors as being more directly under regional control than health supply, the overlapping of competencies in the health sector made spending extra money in other sectors politically more rewarding for regional governments. Quite obviously, no regional government felt like increasing the tax rate on its own constituency to provide better health services, when another level of government might be credited for these. The final effect was a "double moral hazard effect"  (Bosi and Tabellini ,1995), a stimulus to increase expenditure in both the health sector and in the other sectors.

These problems became more pressing as national finances had to be kept under severe control, both to meet the Maastricht criteria and to respect the EU Stability Pact. Beginning with 1998, several attempts were also made to decentralise the Maastricht Stability Pact, imposing quantitative constraints on the rate of growth of variously defined indicators of local current expenditure or debt. These attempts were not very successful, particularly because the penalties to local governments for not respecting the constraints were too vague and weak to be credible
. Furthermore, health expenditure was quickly eliminated (1999) by the items of regional expenditure subjected to the constraints, thus implicitly recognising that the problem required another, more structural, solution.

2.5 The Dlegs 56/2000 and the new interregional redistribution system

At the end of the ‘90s a consensus then emerged that in order to solve these structural problems of regional finances, the system of financing health expenditure had to be further reformed. In keeping with the reform tradition of the ‘90s, it was believed that the solution lied in giving more autonomy to regions, both on the expenditure and the financing side of the health sector. However, this required the elimination of central government conditional grants to the NHF and their substitution with unconditional resources. Two main difficulties lied ahead of this project. First, many political forces inside the then ruling center-left majority opposed  the reform,  fearing that the removal of a direct channel of funding by the central government to regions may also undermine central government authority over regional behaviour. These forces required that  other forms of control on the health services supplied by regions had to be introduced. Second, eliminating central grants would create the problem of the deep horizontal inequity in the distribution of resources between northern and southern regions, problem which had been further complicated by the 1997 choices regarding the new resources allocated to the ordinary regions. In a country so economically divided as Italy, the decision to base the new fiscal autonomy of regions on taxes on value added (IRAP) and income (the regional share to IRPEF) had to be problematic, as income and value added are much more inequitably distributed across the country than other potential regional tax bases
. A strong and rational interregional redistribution system had to be put in place, whose characteristics, again, were forcefully debated inside the then ruling majority.

The result was a “framework law” (“legge delega”) passed in 1999, giving the executive eight months to implement it by decree. This law foresaw the removal of the central conditional grants to the Health sector, and their substitution with (unconditional) resources stemming from sharing of national taxes; but, being the result of a compromise between different political forces, was imprecise and self contradictory  about  the characteristics of the new regional sources of financing, the role of the new interregional redistribution system and also the residual role of central government in determining regional supply of health services. Furthermore, pending the 2000 regional elections, regions themselves, and in particular northern regions, ended up by having an important role in shaping the characteristics of the new system (Bordignon, 2000a). 

Given these premises, it is not surprising that the implementing decree, passed in February 2000 (DLEGS 56/2000) but having effects starting from January 2001, also suffered from some inconsistencies
. Still, the reform represented a true revolution in intergovernmental relationships in Italy. As a result of this decree, starting from January 2001:

(1) all residual transfers from the central state to regions, including the grants to the NHF were abolished.

(2) In exchange of the abolished grants, each region received more own tax resources, in terms of an increase in regional share of IRPEF and gasoline tax, and regions as a whole, a share of VAT revenue.

(3) This regional share of VAT revenue - whose rate was determined so as to give each region, together with its increased own tax resources, the same resources it would have received under the old system in the first year of application - had to be distributed across regions according to a new interregional redistribution scheme.
(4) The new scheme was based on reducing differences in the fiscal capacity of regions - the per capita revenue of regions from own tax resources (IRAP, their share of IRPEF, car taxes and gasoline tax ) evaluated at standardised tax rates and tax bases - with adjustments being made to take into account regional differences in terms of needs for health services
 and of increasing returns to scale
.

(5) Central government's concern with health supply was to be guaranteed by a system of national standards (LEA), set by the central government itself, which had to guide regional supply of health services. Failure to meet these standards by a region would lead to a loss of autonomy, in the sense that central government could force regions to spend money in the failing sector.

(6) Up to the setting up of LEA, and for a transitory period of at most three years, regions were still under obligation to spend money in the health sector according to what defined by the appropriation rule of the NHF (the age adjusted per capita rule).

In the mind of the original proponents (Bordignon and Emiliani, 1999), this new financing scheme had a number of  advantages, especially concerning the problem of enforcing a harder budget constraint for regions. First, it should have helped central government to commit not to accommodate extra expenditure by regions with increased grants. In the original proposal, all parameters in the formula, including the regional share of VAT were to be considered as fixed and not renegotiable by regions or the state, at least in the medium run
. Thus, total expenditure by regions had to increase according to the evolution of their total tax resources; regional own taxes and VAT shares. Second, being based on fiscal capacity, the new redistribution system automatically performs an important insurance effect; regions which are hit by a negative (positive) shock on their tax bases automatically see an increase (decrease) in their VAT share. As this effect is automatic, it further reduces the need for discretionary intervention by the central government, thus increasing its commitment capability. Third, the system should also have had the effect of politically dividing the regions, which have traditionally worked together against the central government in claiming for extra resources. If the ceiling on the total resources to be distributed across regions is credibly set by the regional VAT share rate, the system increases the conflict of interest between regions, stimulating reciprocal control and thus hardening the budget constraint. Furthermore, as the formula for distributing the regional VAT share across regions is based on standardised tax rates and tax bases, the redistribution scheme does not distort regional fiscal autonomy; i.e. any extra euro raised by a region by using its own taxes does not affect its share of VAT. Finally, as redistribution is not complete
, it also provides incentives to regions to increase their tax bases, as they can keep at least a part of the resulting increase in tax revenue. 

The new financing system has been applied for two years only; it is clearly too soon for an assessment. It certainly completed the reform process of the ‘90s, which was basically based on the idea of eliminating conditional grants and increasing the fiscal autonomy of regions. As an effect of the new mechanism, (ordinary) regions are now self financed on average for over 60% of their resources; for the great regions of the centre north of the country, given the very unequal distribution in regional tax bases, this figure is much larger. Lombardia, Veneto, Piemonte, Emilia Romagna are now all above 80% in terms of the share of own tax resources on total resources; Lombardia is above 95%. This also means that on the revenue side, the elasticity of regional budgets in now enormous. Bordignon and Emiliani (1999) estimated the new resources which ordinary regions could raise by raising their taxes as an effect of the decree to be well above 20,000 billion lire in 2000. Furthermore, all these resources are unconditional in nature (the lifting of the conditioning on health expenditure was anticipated to 2001; see below); except for the implicit conditioning induced by LEA in health supply, regions can basically do what they want with their money. Comparing this situation with the situation at the beginning of the period (see par.2.2), it is evident the transformation that the reforms of the ‘90s brought about on regional financing rules.

However, at least regarding its ability to increase the commitment technology of central government, it is also fair to say that the DLEGS 56/2000 did not live up to expectations. In June 2000, it became clear that health expenditure was running at a much faster pace than it was foreseen in the DLEGS 56/2000. In August 2000, after months of bitter confrontation, regions and central government reached an agreement, according to which central government accepted to put more money in the health sector, both for the current year and for the bailing out of past health deficits, and it also agreed to eliminate any residual conditioning on these resources, in effect eliminating the three year transitory period foreseen in the DLEGS 56. In exchange for this, regions agreed to provide  the central government  with the right of increasing directly one region’s own taxes in case of  a failure to meet the new set budget constraint for the year 2001. However, when in 2001 it became again clear that even this new ceiling on health expenditure was not going to be respected, the central government did not use this power. Partly, this was a consequence of the fact that in setting up the budget law for the year 2001, the Italian parliament itself had already reneged the pact signed with the regions in August, by passing laws, such as the elimination of consumers' co-sharing in the prices of pharmacological drugs and the reduction in the tax base of IRAP (the main source of revenue for regions), which made automatically impossible for regions to respect their budget constraint
.

In August 2001, under the new centre-right majority, a new agreement was reached among regions and central government. Again, the central government agreed to increase the resources being put in the health sector for the years 2000 and 2001, to guarantee the rate of growth of the financing of the health sector in the subsequent three years, and to give further autonomy to regions concerning hospital management and control of drugs’ prices. However, the extra funding to be given to regions for covering part of the health deficits of the years 2000-2001 was made conditional on  regions accepting to take full financial responsibility for the residual part up to 2001, using their own tax resources for this purpose. This is why, for the first time in their history, 5 regions seem to be now planning to use their fiscal resources in 2002 to cover part of their past deficits
. Interestingly, when the  agreement was to be transformed in law in the setting up of the budget law for 2002, the central government had to use a confidence vote
 to avoid that its own majority in Parliament reneged the pact by changing its main features. We will come back again to these new developments in section 4.

2.6 The 2001 Constitutional reform

In October 2001, a Constitutional amendment was approved via national referendum which changed the assignment of powers and resources to the different levels of government in Italy. A detailed discussion of the many new features introduced by this text in the Italian institutional life goes beyond the aims of this paper. Furthermore, many of these new features are controversial and difficult to interpret. It is easy to predict that it will take several years before the Constitutional Court can offer a coherent interpretation of this new text.  Here, we will therefore limit ourselves to ask if this new text changes something substantial in terms of what is our main concern here, the relationship between regions and the state, in particular concerning financing rules, overlapping of competencies and the resulting incentives to soft budget constraints problems
.

Concerning competences, the new constitution distinguishes among three different types of functions: (a) exclusive functions to be assigned to the central government; (b) exclusive functions to be assigned to regions; (c) concurrent or shared functions to be assigned to both regions and the state. Exclusive functions assigned to the central government and concurrent functions are detailed in the new Constitution; by default, all functions not explicitly mentioned in the new Constitution belongs to regional exclusive sovereignty. However, the boundary between functions is not considered as fixed in the new Constitution. A region can ask, and the National Parliament might approve, that exclusive competences of central government became concurrent competences and/or  that concurrent competences became exclusive competences of that region. Hence, the new Constitution is in principle compatible with different degrees of autonomy be guaranteed to different regions.

What distinguishes the different regimes? Under the regime of exclusive regional competence, (ordinary) regions have full power to legislate, being only subjected to the boundaries set in other sections of the existing Constitution. Under the regime of concurrent competence, on the other hand, regions can again legislate, but their power is bounded by limits defined by “frame legislation” or by “fundamental principles legislation” enacted by the national government. Hence, in this regime there is a shared political responsibility between the two levels of governments,  but  the central government would seem to maintain the upper hand, having the right to constraint regional behaviour in areas of “national interest” or involving “citizens’ right”. 

If this interpretation is correct, nothing would really change in terms of allocation of responsibility between the two levels of governments for health care. What really changes is  in terms of the area of exclusive regional competence, which did not exist before for (ordinary) regions (see 2.1). Furthermore, the area of concurrent competence (which, in this interpretation, did exist before but not with this wording) has been dramatically increased by the Constitutional amendment. Under the new Constitution it includes health care, education, foreign trade, scientific research, land use, energy production and distribution, co-ordination of public finances and tax rules etc. There is then the  possibility that by extending the area of shared responsibility all the problems caused by the overlapping of competences in the health area, including lack of financial responsibility for sub-central governments, may be extended to these other sectors as well.

On the financing side, the new Constitution is clearer in defining and defending an autonomous space for regions. First, it establishes that regions’ expenditure is to be fully financed by own tax resources and sharing of national taxes, thus ruling out grants from the central government as a normal way of financing for regions. Second, (art. 119, § 2) it foresees the introduction of a new interregional redistribution fund whose only task is to “supplementing revenues of regional taxes for territory with lower per capita fiscal capacity”. It also clarifies that all resources stemming from this interregional fund must have an unconditional nature, leaving to  regions full autonomy on how and where to use them. Clearly, both the use of the notion of the fiscal capacity as the ruling principle for interregional redistribution, and the fact that these resources are to be unconditional, makes  this new Constitutional fund strongly resembles the new interregional fund  introduced with the DLEGS 56 (except that the latter also includes some corrections in the formula to take into  account differences in regional “needs”). 

This new system of regional financing, if properly interpreted, may have far-fetched consequences for the problem we are discussing here. Although not explicitly said, the wording used makes one think that the extent of the reduction in fiscal capacity differentials required by the new Constitution should not be interpreted as complete (Giarda, 2001). This would mean that the new Constitution is compatible with leaving some interregional differences in per capita expenditures or resources levels. This is an absolute novelty for the Italian context and one which should not be underrated. It would imply that uniformity in the supply of services across the national territory is no longer an absolute constitutional value. And if uniformity is no longer an absolute constitutional value, central government would not be any longer under constitutional obligation to intervene to guarantee this uniformity to be respected in any region, in spite of the financial or behavioural conditions of the region
. Clearly, if this interpretation could be sustained, it could go a long way to help curing the soft budget constraint disease of sub-governments in Italy.

On the other hand, the same article in the new Constitution also opens the possibility that the state may intervene  by using “special grants programmes” to help regions to guarantee “personal individual rights”. This second Constitutional requirement works in the opposite direction of the first. An extensive interpretation of the notion of “personal individual rights” may open the way to massive intervention by the central government to support regions in trouble, thus magnifying the risk of  soft budget constraints problems. Of course, the new Constitution also explicitly excludes the possibility of bailing out of debts of lower level of governments. However, how enforceable is this requirement it is open to question.

Concluding, it would seem only fair to say that the new Constitution does  not sufficiently strengthen fiscal discipline at the local levels of governments. While there are elements which may go in this direction, there are others and possibly more important aspects which go in the opposite direction. Indeed, by extending the shared responsibility regime from health supply to  other sectors where there are at play “citizens’ fundamental rights” (primarily, of course, education), the new Constitution actually risks to spread the soft-budget disease to other parts of  the economy. 

In principle, a new Constitutional amendment, making health services an exclusive competence of (some) regions, how advocated by the “Lega Nord” (Northern League) party in the current centre-right coalition in power, could help enforcing a harder budget at regional level
. On the other hand, it is hard to believe that central government could give up all controls on health provision. Furthermore, making health an exclusive competence of regions may create financial problems of its own (see section 4). Realistically, it is then likely that even in the future we will have to live with some amount of shared responsibility between central governments and regions in the context of health provision. Which also means that we will have to find new ways to avoid that this shared responsibility becomes an avenue for lack of fiscal responsibility at local level. We will come back again to this in section 4, after discussing the Italian NHS in more detail and reviewing the empirical evidence of the ‘90s.

3. The Italian NHS

The purpose of this section is to highlight the main features of the Italian National Health Service and its evolution in the last twenty years, providing at the same time with the essential data on these aspects. The focus here is on:

(a) the intergovernmental organisation of the health service – the shared responsibility of state-regions-Local Health Authorities in supplying health services and steering the system towards the desired goals – which is frequent cause of conflict across these three levels of government
;

(b) the evolution of the financing system, in which greater autonomy was given to regions and grants from central government were abolished – but still regional funds are conditional to the health sector (until 2004);

(c) the way the state sets the budget for the SSN and its systematic underfunding, leading to deficit as an ordinary tool for financing the health service;

(d) the formula for allocating resources across regions and its redistributive effects, both intentional and de facto, via deficits;

(e) the equity problem for a system that has to be fair in guaranteeing citizen’s rights – equal access to care, equal health for all – but performs differently in the various regions;

(f) the tools for ensuring unity and co-ordination – planning and monitoring, national standards, essential levels of care – to a system that is on the way to federalism, but also fears the risks of de-integration.

3.1 Organisation of the SSN

The Italian National Health Service (“Servizio sanitario nazionale” or SSN) was established in 1978 (L 833/78) and became effective in 1980. Afterwards it underwent two reorganisations: (i) in 1992-93 (DLgs. 502/1992 and 517/93), when Local Health Authorities (LHAs-USL) became public enterprises
, major hospitals were split from LHAs and became hospital enterprises (HEs-Aziende ospedaliere), partial forms of privatisation and competition were introduced; (ii) in 1999 (DLgs. 229/99), when all the matter was reorganised and the system turned towards “planned competition”. During this period it also underwent some major changes in financing mechanisms (see section 2 and 3.3) and in 1995 adopted the remuneration of hospitals based on DRG-related
 tariffs.

The SSN is “the complex of functions, structures and activities devoted to promotion, maintenance and recovery of physical and mental health of all population” (art. 1 L 833/78). It is not a public body on its own, but a complex articulation of powers and responsibilities at different levels of government.

It is organised on three tiers of responsibilities: state (national government), regions and LHEs. At the onset it was organised in a rather hierarchic way, the regions and LHAs being considered as terminals of the state, but now they enjoy considerable autonomy. The state is responsible for promulgating (frame) laws, setting the budget of the SSN and sharing it among regions, planning, controlling and, as a last resort, financing and paying off debts of  regions and LHEs. It is responsible also for fixing prices of ethical drugs, tariffs of health services (hospital, specialist, rehabilitation)
, negotiating SSN employees labour contracts and self employed doctors contracts (GPs, specialists), varying co-payments. In a federal perspective, the ultimate responsibility of the state is steering the SSN in shared responsibility with regions – a ground to be explored yet.

Regions are responsible for ruling the health service, through promulgation of laws on organisation
 and accounting, financing
 and sharing resources among LHEs, planning, controlling, appointing top managers of LHEs, authorising LHEs for their recruitment plans and sales of real estates, and ultimately for paying off their debts. Their role is most likely that of a holding company. According to their interpretation of the last reform law, they may act as “negotiators” vis-à-vis LHEs, hospital enterprises and private hospitals, or as “regulators” of internal market where all providers compete (see section 3.2). As fiscal subjects, they are empowered to collect regional taxes and to vary their rates.

LHEs are responsible for delivering health services, either directly (i.e. through own structures) or through contracts with private accredited providers. From public bodies they were transformed into public enterprises in 1995 (when top managers were appointed by regions). According to the last reform, they are granted “entrepreneurial autonomy” and can act according to civil law, a difficult compromise between their public nature and the need to behave as an enterprise. They adopt private accounting schemes and are constrained to balance their budget, make up losses or retain surplus for investment or incentives to employees. Major hospitals, owing certain strict requisites, are allowed – if the region wants – to become public enterprises. The other hospitals are integrated in the LHEs and are considered as its “factories”. Most of existing LHEs are vertically integrated (70%), whereas in Lombardia all hospitals were split from LHEs, which result then “separated”. In some areas HEs and integrated hospitals may coexist. At the moment there are in Italy 197 LHEs, with an average population of 290,000 inhabitants (ranging from 82,000 to nearly 600,000), and 96 HEs (table 3.1) 

	Table 3.1 - Main characteristics of regional health systems (2001)

	Regions
	LHEs
	Hospital Enter.
	Population per LHE
	 % integr. hospitals (a) 
	Regional health plans

	
	Integrat.
	Mixed
	Separated
	TOTAL
	
	
	
	

	 Piemonte 
	18
	4
	-
	22
	7
	195.188 
	45,4 
	97-99

	 Valle d'Aosta 
	1
	-
	-
	1
	-
	119.224 
	100,0 
	97-99

	 Lombardia 
	3
	1
	11
	15
	27
	597.245 
	 7,8 
	-

	 Prov. Bolzano 
	4
	-
	-
	4
	-
	113.583 
	82,1 
	00-02

	 Prov. Trento 
	1
	-
	-
	1
	-
	464.398 
	71,0 
	93-95

	 Veneto 
	19
	2
	-
	21
	2
	212.038 
	68,8 
	96-98

	 Friuli V.G. 
	3
	2
	1
	6
	3
	197.707 
	32,2 
	00-02

	 Liguria 
	3
	2
	-
	5
	3
	330.145 
	43,7 
	00-02

	 Emilia Rom. 
	8
	5
	-
	13
	5
	302.917 
	49,4 
	99-01

	 Toscana 
	9
	3
	-
	12
	4
	293.723 
	 57,0 
	99-01

	 Umbria 
	2
	2
	-
	4
	2
	 207.479 
	 51,4 
	99-01

	 Marche 
	11
	2
	-
	13
	4
	111.354 
	 65,4 
	98-00

	 Lazio 
	9
	3
	-
	12
	3
	 434.764 
	 27,7 
	-

	 Abruzzo 
	6
	-
	-
	6
	-
	212.278 
	 78,7 
	99-01

	 Molise 
	4
	-
	-
	4
	-
	82.674 
	 90,1 
	97-99

	 Campania 
	8
	5
	-
	13
	7
	445.027 
	39,4 
	-

	 Puglia 
	7
	5
	-
	12
	6
	340.641 
	 48,3 
	-

	 Basilicata 
	4
	1
	-
	5
	1
	121.572 
	 66,3 
	97-99

	 Calabria 
	8
	3
	-
	11
	4
	188.560 
	49,1 
	95-97

	 Sicilia 
	0
	9
	-
	9
	17
	566.756 
	 30,3 
	00-02

	 Sardegna 
	7
	1
	-
	8
	1
	 207.869 
	 69,2 
	-

	 ITALY
	135
	50
	12
	197
	96
	 291.680 
	42,0 
	98-00

	Source: own calculations on Ministry of Health data and regional sources

(a) The difference includes HEs (28%), other public hospitals (4%) and private hospitals (26%)


3.2 Regional models of health systems

The organisation and supply of health services differ markedly among the Italian regions (19 regions and 2 autonomous provinces). In fact, there are 21 models of regional health services. Since the 1999 reform, the former national health service has become a network of regional health systems. The regional systems differ under three main respects:

· the institutional organisation (purchaser/provider split)

· the models of internal markets and competition

· the public-private mix in the supply of health services.

Different regions made different choices with regard to hospitals split from LHEs. In fact, the reform decree offered an option – not an obligation – to divide major hospitals (with some restricted requisites) from LHEs. At one extreme, Lombardia has completely separated hospitals from LHEs, at the other extreme most regions have divided no (Abruzzo, Molise) or very few (Veneto, Toscana, Emilia-Romagna, Lazio) hospitals. So most hospitals are integrated (639 out of 835) (table 3.1).
The purchaser-provider split is but one pre-requisite for establishing an internal market. The others are selective contracting and negotiation about prices and quantities of hospital services between purchasers and providers. In principle, the regions and LHEs have the power to selectively contract hospitals (public and private) among those accredited and to lower DRG-related tariffs below their usual level (which is considered maximum), but in practice they do not do it. So, after separation, Lombardia has chosen a “yardstick competition” model, where all hospitals compete for patients under fixed prices, and other regions (e.g. Emilia-Romagna, Toscana) a “planned competition” model, where quantities of services are negotiated at regional level and tariffs are trimmed if providers exceed the agreed quota. But most regions still run a “command and control” model, where hospitals are integrated in the LHEs, the region rules the health system through norms and decrees and providers are still paid on a historical base.

The public-private mix in the supply of health services varies considerably among regions. Private providers – hospitals, specialist, diagnostic and rehabilitation services
 – until 1995 were considered “integrative” of the public sector, but now they are given the same rank as public providers and compete with them. On average, the SSN relies on private contracted providers for 38% of health services delivered (including GPs and drugs), but this percentage reaches 51% in Lazio, 46% in Campania, 42% in Sicily and is generally higher in the south regions. On the opposite, the proportion of health services directly owned and managed by LHEs is 70 % in Tuscany, 68% in Emilia-Romagna and Veneto and is generally higher in most north regions.

3.3 Financing 

The Italian SSN is financed 97% by general taxation, 3% by co-payments paid by patients and, to a different extent in the various years, by current deficit (table 3.2). Taxes are collected 50% by the central government and 47% by the regions. After the last reform (see section 2.4) the central government contributes to funding of the SSN mainly through the regional VAT share (47%) and excise on mineral oils. The participation of regions to VAT revenues is currently 38.55% (from 25.7% in 2000).

The regional tax on production (IRAP) was first introduced in 1998 and is paid only by firms, self-employed and public administration. The basic rate is 4.25% and can be increased by 1% by regions. Regions also can rely on a surtax on personal incomes (“addizionale” IRPEF), comprised between 0.9 and 1.4%, that they can charge at different rates between these limits. Four autonomous regions and two autonomous provinces fully or partly finance their regional health service through their own taxes (5% of total financing) 
.  

Patients contribute to finance the SSN mainly by co-payments on outpatient services
 and other charges for the health services provided privately. These funds are collected by the LHEs. The SSN is also “ordinarily” financed through deficits, since from 1981 (the 1980 was the exception) expenditures have always exceeded revenues. Deficits were paid off through state bonds and long term loans from banks, secured by the state or regions. 

	Table 3.2: Financing of the SSN by sources (1980-2001)

	Year
	1980
	1990
	1995
	1998
	1999
	2000
	2001

	Revenues
	99,9
	83,8
	98,6
	92,0
	93,8
	92,8
	100,0

	State
	99,9
	80,6
	91,1
	34,6
	42,8
	39,4
	51,3

	- general taxation
	59,3
	30,9
	40,9
	34,6
	42,8
	-
	-

	- social contributions
	40,7
	49,7
	50,2
	-
	-
	-
	-

	- share of VAT
	-
	-
	-
	-
	-
	39,4
	51,3

	Regions
	-
	1,2
	3,3
	53,0
	46,7
	50,3
	45,9

	- autonomous regions
	-
	1,2
	3,3
	5,0
	4,9
	4,7
	5,6

	- IRAP (tax on production)
	-
	-
	-
	44,3
	37,8
	42,1
	36,9

	- surtax on personal incomes
	-
	-
	-
	3,7
	4,0
	3,4
	3,5

	Local Health Authorities
	-
	2,0
	4,2
	4,3
	4,4
	3,1
	2,8

	- co-payments and other
	-
	2,0
	4,2
	4,3
	4,4
	3,1
	2,8

	Deficit
	0,1
	16,2
	1,4
	8,0
	6,2
	7,2
	n.a.

	TOTAL
	100,0
	100,0
	100,0
	100,0
	100,0
	100,0
	100,0

	ItL. billions
	18.034
	80.262
	93.801
	114.588
	120.380
	133.500
	138.000

	Source: own calculations on Ministry of Health and Treasury data


The financing of the SSN underwent three main reforms in the past decades (see also section 2.4): (i) in 1992, when social contributions, previously collected by the state
, were attributed to the regions, that were also empowered to raise their rates (as well as for other minor taxes), to avoid to run into deficits; (ii) in 1998, when social contributions were transformed into a regional tax (IRAP); (iii) in 2000, when transfers from state were abolished and regions were entitled to a share of VAT and petrol tax.

In the current organisation of the SSN there are no more transfers by central government to regions. This is the reverse situation as to the SSN beginnings. At that time, it was designed according to the “decentralised finance” paradigm: all revenues (mainly social contributions), previously collected by sickness funds, were to be poured to the state budget, which in turn allocated funds to regions. The “missing” resources (i.e. the difference between 40-50% of social contributions yield and the whole SSN budget) were to be taken from the state budget. All resources devoted to the SSN were gathered in the National health fund (NHF-Fondo sanitario nazionale)
, that was the exclusive source of financing. Regions, in turn, were obliged (until 2000) to constrain these funds to the health sector. From 1992 on, the NHF became the “integrating” part of resources devoted by the state to the SSN, net of social contributions, co-payments and revenues of autonomous regions. Currently, however (as in this paper), reference is made to the NHF as to the global funds allocated to the SSN.

3.4 Determination of the SSN budget
Given the dramatic conditions of the Italian public finance, since 1980 the annual process of SSN budget approval has been an exhausting attempt to curb the expenditure, not to fix a reasonable amount of resources for the health sector. The ingredients of this policy have been mainly (i) an unrealistic prediction of its neutral trend and (ii) an over-evaluation of the impact of cost-containment measures being approved by the Parliament. The consequence was (iii) a serious under-funding of the SSN.

The usual steps to establish the final budget of the SSN are: (1) the forecast of  the neutral trend of health expenditure for the coming year and (2) the approval of cost-containment measures by the finance law, in the “autumn rite”, (3) the next summer agreement between central government and regions for supplemental funds and/or (4) the creation of deficit and hence a new bargaining round for paying off regional debts.

To avoid an exercise that had become useless over the years, from 1993 the government has abandoned any official forecast of the health expenditure. Until recently, the measures taken by the government to control expenditure were as much heroic as unrealistic. In some years the envisaged budget cuts were in the size of 10% (as in 1982, 1984 and 1986; table 3.3). These measures relied mainly on cuts in costs, variations of co-payment rates or exemptions and, to a lesser extent, rise of some revenues. Starting from 1999, the government has changed its policy and dropped any pretension to heavily cut health expenditure. 

The gap between initial forecasts and the actual expenditure can be seen in fig 3.3.

	Table 3.3: Definition of the SSN budget. Years 1994-2001 (ItL billion)

	
	1994 
	1995 
	1996
	1997
	1998 
	1999 
	2000 
	2001 

	1. SSN initial budget
	87.882
	90.235
	94.923
	97.876
	105.308
	108.603
	117.129
	130.843

	2. Cost-containment measures
	5.800
	6.475
	697
	2..320
	1.710
	145
	-
	-

	   - revenue raising
	415
	     -
	1.147
	1.470
	1.150
	-
	-
	-

	   - co-payments
	     -
	1.108
	-480
	     -
	10
	-
	-
	-291

	   - expenditure cuts
	5.385
	5.367
	30
	850
	550
	145
	-
	291

	3. Supplemental funds
	-
	-
	-
	-
	-
	4.950
	6.860
	7.047

	4. SSN final budget
	87.479
	91.832
	97.849
	99.993
	109.608
	115.728
	126.399
	138.000

	5. Health expenditure
	95.958
	93.841
	101.819
	110.394
	117.007
	123.772
	133.463
	

	6. Deficit (not certified)
	-7.442
	-1.299
	-3.970
	-10.400
	-9.172
	-7.422
	-7.064
	

	Source: own calculations on Ministry of Health and Parliament act data


3.5 Tools of control of the SSN budget 

The “ordinary” tools designed by the 1978 and 1992 health reforms for respecting the SSN budget are:

· single and exclusive funding from the state (until 1998)

· prohibition of borrowing from banks (either for current and capital expenditure)

· obligation to balance the budget for LHEs and HEs 

· in case of deficit, expenses charged to regions, that are authorised to:

- vary the regional tax rates (only from 1992)

- modify co-payment rates

- suspend some less essential services temporarily or pass to indirect care
. 

Needless to say, these measures have never been enforced by the regions, that in the past, however, had always claimed their own tax power. As we remarked already, the 2001 will recorded as the first year when a group of regions (5 so far) raised their IRPEF surtax to make up the deficit.

One more tool, that was intended to guarantee in all regions a common standard of health services, is the obligation to bind funds granted by state to the health sector (“financial lever”). Starting from 2001 the regions will be free to devote even less funds to the health sector, provided they guarantee the same “essential levels of care” (LEA) fixed by the government and have put in place a monitoring system for health expenditure and other key health indicators (section 3.11).

Since these measures did not ensure the respect of expenditure ceilings, they were reinforced by other “contingent” measures, issued by urgent decrees or the annual finance law. The list of these measures includes norms such as:

· ceilings to pharmaceutical, to goods and services expenditure

· jobs and salaries freezing

· postponement of labour contract renewal

· sharpening of co-payments.

But, overall, the budget control has been exerted in the past twenty years through the restriction of financial flows. Both for “window dressing” reasons, towards the international monetary institutions (see section 2), and the belief that money shortages would have induced more accountable behaviours, all governments in power favoured this policy.

The consequence was a systematic under-funding of the SSN, which caused financial stress, short-term borrowing from banks, delays in payments to private suppliers (and hence rise of prices), creative accounting and, in the end, making of huge deficits. Perhaps more ravaging was the distrust in the cost containment measures – most of which remained unapplied – and the reliance on common pressures by LHAs onto regions and by regions onto government to pass additional funds or to bail out debts. 

3.6 Sharing resources among regions

The budget of the SSN, after the approval by the Parliament, is shared among the regions according to an allocation formula. Over the past twenty years this formula changed as much as 5 times in its approach and many more times in the parameters employed each year. The longest duration was 7 years. 

Years 1980-81:
70-85% according to indicators of health risk

Years 1982-84:
70-80% according to historical expenditure

Years 1985-91:
85-97% according to health care consumption by age groups

Years 1992-96:
98% according to resident population (unweighed)

Years 1997-    :
70% according to health care consumption by age groups and indicators of need

This uncertainty in allocation criteria negatively affects regional budgets and makes it difficult to evaluate whether financial resources are allocated according to equity principles (see section 3.11). The resource allocation process is much likely a bargain process, where regions strive (the south regions sometimes in coalition with them) to get the most of resources and allocation parameters are adapted to the political agreements reached elsewhere. Moreover, the final allocation is often approved very late (in August, in the past years), thus negatively echoing on budgets and plans of regions and LHEs. 
The present allocation formula is made up of five main steps:

i) division of the total budget in 3 “levels of care” (macro-areas), according to planned shares for each of them

ii) calculation of regional funds, through simple or weighed population
,  for 7 expenditure functions
, within the three levels of care

iii) redress of regional shares through various indicators of need (e.g. cube root of  the standardised mortality ratios)

iv) algebraic addition of compensation funds for regional cross-boundaries flows of patients (so-called “health mobility”, that accounts for about 1.5% of total NHF). 

After these operations, funds are allocated to the regions as a global sum, that each region is free – in principle – to assign to the different items of the budget, according to its preferences and priorities. In its essence, the SSN allocation formula takes into account population and needs, but in no way production costs, and assumes that each type of health consumption should be equal for each person in all regions.

From 2001 on, the new allocation formula of the DLEGS 56/ 2000 will come into force (see section 2.5)

3.7 Distributive effects of the allocation formula…and of regional deficits
The resources sharing process intentionally operated a redistribution of funds among the regions. According to the criteria adopted (e.g. simple or weighed population), it favoured each time southern or northern regions, where the young or the elderly prevail.

Its intentional effects can be assessed through a comparison with the “year zero” (1977) and subsequently the last year, after which the criteria were changed (e.g. 1996 for the last change in 1997). At constant ‘95 prices, the amount of resources redistributed is as follows (Mapelli, 1999): 
	Tab. 3.4: Redistributive effects of the NHF (ItL bn ’95)

	Years
	1980-81
	1982-84
	1985-91
	1992-96
	1997
	TOTAL

	North-west
	180
	186
	5.710
	-772
	107
	5.411

	North-east
	-122
	-1.253
	-1.579
	-233
	134
	-3.054

	Centre
	-2.202
	-869
	-2.717
	-2.098
	68
	-7.818

	South
	2.144
	1.936
	-1.414
	3.103
	-308
	5.461

	ITALY
	±2.324
	±2.122
	±5.710
	±3.103
	±308
	±13.568

	Source: own calculations on Ministry of Health data


Over the past twenty years, the reallocation of funds among regions was not substantial (ItL bn 13,600). Its impact was stronger at the beginning of the reform and mostly favoured the south regions. Afterwards, weighing of population aided north-west regions (in 1985-91 and 1997-2001), while simple capitation (1992-96) benefited south regions. 

By far most important was the “self-redistribution” operated by regions through deficits. Since government paid off debts almost without objections (“a piè di lista”), de facto it encouraged regions which had spent more and penalised those that had applied cost-containment measures. Deficits represent additional resources, on what regions could count systematically. In nominal terms, deficits accumulated between 1980 and 1997 are ItL bn 109.580
 (Mapelli, 1999). At constant ‘95 prices they result ItL bn 147.000

The redistribution effect operated by regional deficits can be assessed as follows:


	Tab. 3.5: Deficits of the regions  (ItL bn ’95)

	Years
	1980-81
	1982-84
	1985-91
	1992-96
	1997
	TOTAL

	North-west
	445
	5.870
	17.063
	6.445
	1.892
	31.715

	North-east
	588
	5.189
	17.723
	9.694
	2.331
	35.525

	Centre
	662
	5.567
	18.495
	8.923
	2.539
	36.186

	South
	1.165
	5.627
	30.102
	4.820
	1.889
	43.603

	ITALY
	2.859
	22.253
	83.383
	29.882
	8.652
	147.029

	Source: own calculations on Ministry of Health data


The north-east and centre regions – that were “damaged” by the allocation formula – more than neutralised its effect, being those that gained most from the state pay off of debts. North-west and south regions, through the deficit, increased further their total resources.

3.8 The SSN expenditure
According to the ISTAT, in the past decade public health expenditure grew from ItL 79,300 bn  in 1990 to 123,200 bn in 2000 (table 3.6). The share on GDP steadily rose from 5.6 in 1989 to its peak of 6.2% in 1991-92, when Italy came out of the EMS. In the following three years it fell, even in nominal terms – the only example among the OECD countries – and its share dropped  to 5.1 of GDP. The last figures show a percentage of  5.5%, but more realistically it should be placed at 5.8% according to the Ministry of Health provisional data (including deficit)
.

	Tab. 3.6 - Health expenditure in Italy. Years 1990-2000 (ItL bn)

	
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Total helth exp.
	96.180
	108.464
	115.505
	118.476
	122.127
	124.621
	134.238
	144.855
	150.630
	158.061
	167.030

	- public
	79.321
	89.318
	92.752
	92.633
	92.484
	91.125
	98.278
	106.214
	109.927
	115.746
	123.207

	- private
	16.859
	19.146
	22.753
	25.843
	29.643
	33.496
	35.960
	38.641
	40.703
	42.315
	43.823

	Public invest. in h.
	2.576
	2.634
	2.251
	2.051
	1.774
	2.049
	2.035
	2.428
	3.167
	3.597
	3.854

	Break-down (%)

	- public
	82,5
	82,3
	80,3
	78,2
	75,7
	73,1
	73,2
	73,3
	73,0
	73,2
	73,8

	- private
	17,5
	17,7
	19,7
	21,8
	24,3
	26,9
	26,8
	26,7
	27,0
	26,8
	26,2

	Share on GDP (%)

	- Total
	7,3
	7,5
	7,6
	7,6
	7,4
	7,0
	7,1
	7,3
	7,3
	7,4
	7,4

	- public
	6,0
	6,2
	6,1
	5,9
	5,6
	5,1
	5,2
	5,3
	5,3
	5,4
	5,5

	- private
	1,3
	1,3
	1,5
	1,7
	1,8
	1,9
	1,9
	1,9
	2,0
	2,0
	1,9

	Deflated growth rates (a)

	- Total
	8,5
	4,8
	1,9
	-1,3
	-0,4
	-2,8
	2,3
	5,4
	1,3
	3,3
	3,4

	- public
	10,2
	4,7
	-0,7
	-3,9
	-3,5
	-6,2
	2,4
	5,6
	0,8
	3,6
	4,1

	- private
	0,9
	5,6
	13,7
	9,3
	10,8
	7,6
	2,0
	4,9
	2,6
	2,3
	1,3

	Elasticity  to GDP

	- Total
	1,7
	1,4
	1,2
	0,9
	0,5
	0,3
	1,2
	1,8
	0,9
	1,5
	1,1

	- public
	1,9
	1,4
	0,7
	0,0
	0,0
	-0,2
	1,2
	1,8
	0,8
	1,6
	1,2

	- private
	0,9
	1,5
	3,5
	4,5
	2,6
	1,6
	1,1
	1,7
	1,2
	1,2
	0,7

	Share of public hlth. exp. to:

	- State budget
	15,4
	15,9
	14,9
	14,2
	14,5
	13,7
	14,7
	16,5
	18,4
	19,6
	21,2

	- Public expend.
	11,6
	11,9
	11,3
	10,6
	10,5
	9,9
	10,0
	10,8
	11,1
	11,5
	12,2

	- Social welfare
	26,5
	27,1
	25,6
	24,5
	23,3
	23,2
	22,4
	22,6
	22,8
	22,9
	23,6

	Source: Calculations by Saniteia on ISTAT national accounts data
. (a) GDP deflator




In real terms, public health expenditure grew by 6.3% between 1990 and 2000, showing a punctual elasticity to GDP of  0.9 Private expenditure in Italy is important, being  about 27% of total health expenditure (1.9% of GDP in 2000). Altogether, public and private health expenditure, are below the EU average (7.3 compared to 8.0 in 1997). Although the recurrent and huge deficits, the SSN expenditure does not look out of control though. 

3.9 The equity issue

Equality is the founding principle of any public health service, as of the SSN. It may concern health or health care. Equity is a matter of sharing something among somebody. To be equitable sometimes it is necessary to be unequal. Although most governments declare their goals to be improving health, in fact they are committed to deliver better health services – since health is beyond their powers. The focus here is on equity in health care, although we recognise (in)equality in health to be the crucial issue.

Equity in health care has two main dimensions: social (inter-group) and geographic. On the first issue, there have been so far in Italy no serious attempts – by the government and the scientific community – to evaluate whether the introduction of the SSN in 1978 improved fairness in accessibility and use of health services across social groups, especially the less favoured. The efforts of the SSN have been pointed, instead, at reduction of inequalities in health care across the regions, with some significant achievements.

The 1978 reform law refers to equity in many articles, but with different meanings. Equity is defined as (i) “overcoming existing territorial imbalances in social and health conditions of the country” (art. 2); (ii) “levels of health services that must be guaranteed, in any case, to all citizens” (art. 3); (iii) “uniform conditions and guarantees of health for the entire national territory” (art. 4); (iv) “to guarantee uniform levels of health services throughout the entire national territory, gradually eliminating structural and service differences among the regions” (art. 51). According to a taxonomy of equity in the health sector (Mooney, 1983), definitions (ii) and (iv) refer to equity on the supply side (i.e. opportunity of access), whereas formulations (i) and (iii) to health itself. However, despite these definitions refer to equity in terms of outputs (health services) or outcomes (health conditions), the equity principle has always been applied in terms of inputs, either physical (e.g. beds per 1,000 population) or monetary (per capita expenditure). The allocation of  the same amounts of inputs does not ensure necessarily the same results of health or services rendered across all regions.

3.9.1 Equity in regional expenditure

In Italy, the criteria employed for sharing resources among regions are inspired to geographic equity principle. They aim at granting to each region an amount of resources commensurate to health needs they are called to meet: the greatest the needs, the largest the resources allocated by the state. Needs were represented, each time, by age-related health consumption or standardised mortality ratios – or not represented at all (e.g. unweighed capitation). They were also unrelated to supply of health services and historical expenditure (except in 1982-84) and this explains why regions with larger numbers of providers had more problems in cutting costs. 

Given the frequent changes in the allocation formula, it is difficult to evaluate whether, after twenty years, resources are allocated to regions – and moreover spent – according to equity principles. An empirical method could consist in applying the age-related health consumption criterion to regional expenditure
 (i.e. standardise expenditure) and assessing their gaps from the national average expenditure. In doing so it is assumed that all citizens in all regions – considering their age structure – should have the same expenditure as the national average
. Nothing is known about prevalence of diseases in the different regions, what is a strong assumption. Furthermore, regional data have to be netted (algebraically) from expenditures incurred for patients mobility across regional boundaries. Using as weights 0.7 for people aged 0-14 years, 1.0 for the aged 15-64 and 2.3 for the aged 65 and over
 and considering as a substantial alignment to national per capita expenditure regional values in the range of  (2%, the situation is as follows (Mapelli, 1999):

	Regions with weighed and net per capita health expenditure (1997)


	under
	aligned
	Over

	Piemonte
	Lombardia
	Valle d’Aosta

	Umbria
	Veneto
	Liguria

	Abruzzo*
	Friuli V.G.
	Bolzano

	Molise
	Toscana
	Trento

	Puglia*
	Campania
	Emilia-Romagna

	Sicila*
	Basilicata
	Marche

	
	Calabria
	Lazio

	
	Sardegna
	

	(*) aligned until 1994


The majority of regions are aligned or over national per-capita expenditure, thus exhibiting the substantial degree of equity achieved by the SSN. Some autonomous regions and provinces (Valle d’Aosta, Bolzano, Trento) are by far over the national average, but they finance their excess expenditure through own revenues; for the others in excess (Emilia-Romagna, Lazio) a structural problem of cost-containment does exist. A group of regions, mainly from south, are still under the national average, but their gap has been dramatically reduced compared to twenty years ago. Provisional data on 2001 expenditure show that many regions, that were under the average in 1997, have substantial problems of deficit, thus showing their progression towards national values.

3.9.2 Equity in outputs and outcomes across regions

Having achieved a substantial degree of equity in expenditure, i.e. in opportunities of care, the crucial question is whether regions deliver the same amount of services (outputs) or have improved health at the same rate (outcomes). Unfortunately, the scarcity of data hinders any serious attempt to answer these questions, allowing only for some clues. From a study prepared for the CTSP of the Treasury (Mapelli, 1999) it results that during the period 1980-95 the south regions increased more than others their expenditure and personnel recruitment (45,000 jobs out of 85,000), but labour productivity was lower than elsewhere (output/employee was ItL 85 millions compared to 92.3 millions in the north-east). In the hospital sector there was a general improvement in efficiency, that resulted higher in north-east and centre regions and lower in south regions (e.g. bed occupancy rate was 75.5 and 78.2 compared to 68%). The south regions have the lowest bed availability (5.0 per 1000 population compared to 6.4 in north-east) and nevertheless the highest turnover interval (3.8 idle days compared to 2.6 in the centre) and a substantial flow of patients headed to centre and north hospitals (173,000 patients out of a total of 191,000 in 1995). Furthermore these flows have increased since the early ‘80s. Hospitals in the south suffer from low efficiency and quality of services provided.

From these scarce data it seems that expenditure growth in the north-east and centre regions (and to a lesser extent in the north-west) has gone along with a general restructuring of the hospital sector and has fostered efficiency and quality of services, much more than in the south. Equality in outcomes is the ultimate goal of any health service, but is even more difficult to assess since on it impact people’s lifestyles and environment, besides genetics and biology. According to the previous study, during 1980-93 period standardised mortality rates decreased more in the north and centre regions than in the south. Evidence about avoidable deaths is mixed: rates are worse in north-west and north-east and better in centre and south regions (except Campania), but they decreased more sharply in north (for both genders) and in south (for women). The south still suffers from higher infant mortality rates, that is considered an indicator of health system performance (e.g. 9.6 for 1000 male birth in Campania and 5.4 in Lombardia). Again the decrease was higher for north and centre regions than for south. Gains in life expectancy between 1984 and 1996 resulted higher in the north regions than in south, although in the south absolute values are still higher for men than in the north. In the south generally man experience better health conditions than women. Again, the scarce evidence available confirms a general progress in health conditions, of which the south was less able to benefit. The centre and north regions have taken most advantages from increases in health expenditure.

3.10 Planning and control in the SSN
Planning was conceived by the 1978 reform law as the “ordinary” way of ruling the SSN. In a decentralised system planning and control are the only tools that may confer to all agents unity of purposes and direction. The Italian health planning system is made up of  three elements:

· medium term plans

· annual reports

· monitoring.

The planing system is hierarchic. Each level of administration – state, regions and LHEs – must have its three-years health plan, which has to be consistent with the upper level objectives and resources. The first national health plan was passed only in 1994, after eight projects presented to the parliament since 1980. The second was issued for 1998-2000 and is still in force. It is mainly a political document, that contains principles and broad objectives, most of them impossible to verify.

So far not all regions have their health plans approved. Four of most populated regions (Lombardia, Lazio, Campania and Puglia) have not yet issued their first plan. Some regions, instead (Piemonte, Emilia-Romagna, Veneto, Toscana), have a long tradition of planning, dating back to the ‘80s, while some others started in the ’90s (Abruzzo, Calabria, Sicilia). Altogether 8 regions have their plan in force, consistent with the national one (table 3.1). 

The national law prescribes that health enterprises (LHEs and HEs) and even Districts
 have their “implementation” plan. From a parliament enquiry (Commissione parlamentare 2001; Mapelli 2001) it resulted that 209 health enterprises out of 292 (72%) had their strategic plans approved in 1999; 83% of health enterprises in the north, 74% in the centre and 56% in the south.

Results achieved during the year (either on the state of health of population and economic) should be highlighted in an “annual report” that each level of administration is obliged to present: the Ministry of Health to the parliament, the regions to the central government and the LHEs to the region. However, the government report is somewhat occasional (the last was presented in late 2000, is for 1999 and contains few data related to 1998) and descriptive, rather than evaluative. Except few regions (Veneto, Friuli V.G., Emilia R.), most of them do not present annual reports or simply publish collections of data on activity and expenditure.

Since 1984 the Ministry of Health has set up a health information system that collects from LHEs – passing through regional nodes – data on structure, activity and expenditure of all providers of care. The most advanced regions (in the north) collect additional data, while some less organised regions (in the south) find it hard to fill in national forms. LHEs and regions have an “information debt” towards the Ministry (that is even sanctioned by a 3% reduction in grants) and this in turn sends back information to each region, with comparisons across their LHEs and to other regions
. 

Information gathered by the Ministry of Health is often late, incomplete and inaccurate. A full picture of the situation is available, on average, after 12-16 months. In fact this information has never been used for monitoring the health service, nor the minister has ever relied on it to exert his influence on regions. It is not infrequent that data are disputed between the Ministry and the regions.  

The new rules provide that constraints on health funds will be removed, provided that a monitoring system will be in place, but some doubts are legitimate. One crucial question yet to be solved is the definition of the set of indicators to be monitored, its timing (after 12 months?) and the consequences in case they are not met. The recent history does not help to be optimistic, since even national standards, set by law, were not respected – and all this in a frame of “command and control” economy.

3.11 National standards and essential care

In the absence of a national health plan, some standards on input endowments were introduced by laws or even contracts. Some of them are fully operating yet, namely those on hospitals and primary care doctors. Standards on hospital beds go back to 1969, when a rate of  12 beds per 1000 population was fixed (DM 13.8.1969); the 30th November 2001 agreement between the state and the regions establishes a standard of 5 beds. This is but one of parameters characterising hospital bed supply, whose complete set was issued in 1985 and amended many times thereafter (see Table 3.7).

 Hospital bed supply (5‰) and hospitalisation rate (160‰) are to be applied to all regions, irrespective of the real demand expressed by population (e.g. mortality rates differ by 70% between the first and last region). In fact, few regions respect these standards (including occupancy rate), although all regions bind LHEs to observe them. Another standard commonly in use is the rate of General Practitioners to population, fixed at one per 1000 population, with a ceiling of 1500 patients. In the past decade the government also issued standards for outpatient care, for heavy technologies (such as CAT scanners) and even for doctors and nurses per hospital bed. They were disregarded and almost all of them went unapplied.

	Table 3.7: Hospital standards

	
	L. 595/ 1985
	DL. 280/ 1996
	L. 662/ 1996

	Beds per 1000 pop.(a)

- acute (ordinary)

- rehabilitation

- day hospital

- free practice
	6,5

5,5

1,0


	5,5

4,5

1,0


	5,5

3,6

1,0

0,45

0,45

	Occupancy rate (%)
	70-75
	75
	75(b)

	Average length of stay (days)
	11
	
	

	Hospitalisation rate per 1000 pop.
	160
	160
	160

	(a) including private accredited hospitals

(b) in each department


A condition for new system of intergovernmental relationship is the definition of the so called “essential levels of care” (LEA). They are not new, except in name, since they were introduced in 1992 under the name “uniform levels of care” (DL 384/92). That time, the working commission recommended average per capita units of services (e.g. 8.5 drug prescriptions, 10.4 laboratory tests, etc.), but since the government could not afford their additional costs, issued a decree stating that levels were 6 and simply listed services falling under them (e.g. under level 2 “primary care” were drugs, GPs services, etc.).The recent agreement on LEA goes not far beyond, stating that all services currently delivered are essential, except dental care (why?) and some minor services (e.g. aesthetic surgery, physiotherapy etc.). Again it lists services falling under the 3 levels of care (e.g. emergency, day surgery, ordinary admissions under level 3 “hospital services”), but does not provide with any quantitative guidance. It implicitly states the amount of resources presently devoted to health sector should guarantee the “same” basket of health services everywhere. The problem of the essential levels of care then becomes a matter of local supply – and hence of regional responsibility
The problem with LEA is not “what” but “how much” (of appropriate) care has to be delivered by regions. The study commission reported the great variability in quantities and expenditure across a sample of 10 (north) regions. For example, the average number of drug prescriptions ranges from 4.5 to 7.6 (+69%) and per capita expenditure from ItL. 253,330 to 397,010 (+57%); for hospitals, from ItL 1,032,785 to 1,630,160 (+58%) (Il Sole 24 Ore, 2001). Faced with these extremes, which is the essential level of care? What kind of monitoring can be put in place by the state?

So far governments in power have always thought of uniform levels of care (and uniform mix of health services). However, health expenditure is primarily linked to health needs (morbidity, mortality), whose prevalence across regions is not the same and, hence, per capita expenditure has not to be the same – to be equitable. What should be equal across regions is the cost of treatment, namely of the outputs provided. A serious definition of essential levels of care should take into account (i) the prevalence of health needs and (ii) the cost of  outputs of service (outputs being effective and appropriate). Essential levels of care would result as the product of the two – and should differ across regions. Other countries in the early ‘90s faced similar problems, labelling the question as one of definition of a “basic package” (the Netherlands) or “core services” (New Zealand) to be delivered by a public health service (Mapelli, 1999 and the references there; see also France, 2001). All of them – the Netherlands, New Zealand, Norway, Sweden, United Kingdom – ended up by stating some general principles, according to which choices and priorities were be made. Only the Oregon state (USA) dared to draw a list of 743 pairs of diseases-treatments and to draw a line at 578th pair, where the state budget was exhausted (Oregon Health Services Commission, 1998). This approach seems to be so far the only one that ensures full transparency in decisions and real control over results: but is politically almost untenable.

4. Soft budget constraints in health financing 

In this section, we refer to the soft budget constraint literature to help us make sense of what happened in Italy in the ‘90s. In particular, we build a data set on regional health expenditure, financing and deficits in the ‘90s and study the effect of several variables to understand what happened in the past, and therefore what may be likely to happen in the future. Before doing so, however, a few words of clarification are needed. As we saw in the section 2, health expenditure in Italy in the last 20 years has been financed through two separate channels. The first was through  central government grants to the NHS, topping up regional earmarked taxes so as to reach the prescribed level of regional funding. The second was through the bailing out of regional deficits. As we argued above, it would be probably wrong to read all these regional health deficits as evidence of soft budget constraint problems; to some extent, they belong more to the category of  “creative” public accounting. Furthermore, focusing on deficits and on the bailing out of regional debts as the only evidence of soft budget constraint problems would be wrong for another, although opposite, reason. Given the highly discretionary way formulas for the apportionment of the NHS to regions were used, it may well then be true that soft budget constraint problems surfaced for some regions not in the form of a bailing out of previous deficits but through increased transfers. Indeed,  it seems more appropriate to think to soft budget problems generally as phenomena which occur when residents in a region manage to shift the burden to pay for local services to national residents (both present and future), and this may well happen through increased transfers rather than by the bailing out of previous debts (Inman, 2001).

Still, an analysis of the health deficits run by the Italian regions in the last ten years is instructive for a number of reasons. First, as we argued at length in section 2, pressed by Maastricht, the Italian central government did actually try to control for health expenditure in the '‘90s, with various degrees of success. We want to understand which interventions were successful and why. Second, under the same pressure, a number of very important reforms were passed in the same years. Some of them, as we detailed in section 2, regarded the financing and the organisation of regions and were introduced precisely as an attempt to make regional governments more financially accountable. As the same features are also very likely to characterise Italy in the future, it is important to ask if they succeeded somehow in reducing soft budget problems. Third, in the same period, many things happened in Italy on the political arena. Old political parties disappeared (at least for a while), and new ones took their place, some with a very strong local constituency.  Electoral rules were modified, both at local and at central level, moving from pure proportional systems to ones which have at least some of the characteristics of the majority rule based systems. In 2000, a Presidential system was actually introduced for regions. As an effect, governments became more stable. At the national level, the legislature in the central years from 1996 to 2001 was the first in decades to last for its prescribed 5 years span (although three different governments, all belonging to the same political field, were in power in the period). Furthermore, for the first time in 50 years, the country has known a true change in the ruling majority, moving first from a centre-right government to centre-left one (in 1995) and then back again to a centre-right government (in 2001). The theoretical literature, as summarised by Person and Tabellini (2000), suggest that these changes should have predictable effects on local governments incentives to spend and on national government incentives to resist, thus offering us an opportunity to test these theories and  come at some conclusions regarding  the future. 

4.1 A simple model of bailing out


To fix ideas, it is useful to begin by discussing a simple model of bailing out behaviour (see figure 4.1).

Insert figure 4.1 here

Consider an economy with two governments, a central government and a regional one. Central government moves first and sets the financing level to be given to the region for the next period, f. For simplicity, central government can only decide between two levels of financing, low or high, f=(f, F(, where F>f>0. It is then region's turn to move by choosing an expenditure level, e. The region too can only choose between two levels of expenditure, low or high, e=(e, E(, where E>e>0. These levels are such that if the region responds with the appropriate level of expenditure to the financing set by the central government, the regional budget is in equilibrium: (F-E)=(f-e)=0. If  the central government sets F at the beginning of the game, we assume that the region can only answer by setting E (i.e. the regional government cannot cash the difference between expenditure and financing). Hence, if the central government sets F to begin with, regional expenditure is E, and central government and regional government payoffs are respectively UC(F,E) and UR(F,E).

Suppose instead central government sets f  at the first stage of the game. If the region reacts by setting e, the game is over and the two agents receive respectively UC(f ,e) and UR(f, e). However, the region may also choose to select E and run a deficit. In this case, it is again central government's  turn to move. It can do two things. It can refuse to accommodate the increased expenditure by region, letting the region itself take care of the deficit: in this case the utility levels of the two agents are respectively UC(f ,E)  and  UR(f, E). Or it can accommodate, partly or fully, this increased regional expenditure by increasing transfers, in which case the utility levels of the two agents become UCb(F,E)  and  URb(F, E) (suffix b is a mnemonic for "bailing out"). We make the obvious assumptions that UC(f ,e)> UC(F,E) and UC(f ,e)> UCb(F,E), and  that UR(F,E) ( URb(F, E)> UR(f, e)> UR(f, E). We also assume that (UC(f ,e)  +  UR(f, e)) > max (UC(F,E)  + UR(F,E);  UCb(F,E)  + URb(F,E) ) so that it is indeed Pareto efficient to constraint financing and expenditure at the low level.

The equilibrium of this game depends on the assumptions we make on the payoffs of the central government. If UC(f ,E) > UCb(F,E) central government would not accommodate the increased expenditure of region. Knowing this, and given our assumptions above, region will then choose to select e if central government selects f  in the first period, and expecting this, central government will actually choose  f  in the first period. The Pareto efficient equilibrium can then be enforced.

On the other hand, if UC(f ,E) < UCb(F,E) the central government cannot commit to enforce a low level of financing at local level; if the region runs a deficit, the centre will find it convenient to step in and rescue the region. Expecting this, the regional government will certainly select E if the central government sets f  in the first period. Which equilibrium occurs, it again depends on the payoffs of central government. 

If UC(F,E) > UCb(F,E), the central government,  expecting to end up with utility level UCb(F,E) if  it attempts to set a low level of financing in the first period, prefers to give in immediately and sets F in the first place. In this case, there is no official bailing out, although there is a soft budget problem. Since it cannot enforce e, the central government simply gives up any attempt to control the regional expenditure, setting up for an inefficiently high level of  regional expenditure in the first stage. Soft budget constraints problems here appear in the form of excessive financing and excessive expenditure.

On the other hand, if UCb(F,E) > UC(F,E) the central government may actually find it convenient to set things so as to end up with a bailing out. Central government may still suffer from the bailing out in the long run (say, in a dynamic version of this model with incomplete information, because of reputation losses), but if there are short time gains from setting  f  in the  first period, these gains may overcome the losses. As we argued above, this may well capture the situation in Italy for at least quite a long period of  time. Notice that there are still soft-budget problems, in the sense that if central government could commit not to bail out regional expenditure, it would still prefer to reach an equilibrium with  low expenditure and low financing. On the other hand, central government is not really trying to enforce a hard budget constraint at local level; bailing out of regional deficit is simply a more convenient way of financing local expenditure than setting up a high level of transfer in the first place. Notice that this equilibrium may well be a third-best equilibrium; if  the region itself suffers from the bailing out (because the bailing out is incomplete or because the time elapsing between the setting up of a higher expenditure  and the increased transfer puts the region in financial stress), it may well happen that this loss overcomes the advantage to the central government from playing the bailing out strategy: UC(F,E)  + UR(F,E) > UCb(F,E)  + URb(F,E). 
   
Clearly, to understand the effect that the Italian reforms of the ‘90s may have had on the behaviour of the actors involved, one has to come out with some arguments linking these reforms with the payoffs of the different levels of government in the different situations. In the next paragraph, we refer to the economic literature and to sheer common sense to derive plausible implications. However, notice that the above model may be too simple to explain what happened in Italy in the ‘90s, as it assumes that regions have perfect knowledge of the willingness of the central government to bail them out. Expectations of bailing out are of course grounded in history, and on these grounds the Italian regions, as we saw above, certainly had good reasons to expect a bailing out by the central government. However, it may also be the case that structural changes, such as the financial crisis of  1992, the need to meet the Maastricht parameters in 1997, the reform in the national electoral system in 1994, may have induced a change of “regime”, affecting government’s ability to commit, and therefore regions’ expectations on the willingness of central government to bail them out. This may have offered the central government an opportunity to harden the regional budget constraint.


To see this argument formally, consider the following variation of the previous model. Let the payoff function of the region remains unaltered, but suppose now that as a result of one of the structural phenomena mentioned above, region now expects the central government to be "tough" with probability p. A "tough" central government is one which prefers not to bail out the region in the event of a deficit: UCT(f ,E) > UCbT(F,E) , where the suffix "T" in the utility function indexes the tough government. As this government also prefers low expenditure and low financing to high expenditure and high financing (UCT(f ,e)> UCT(F,E) ) and it is ready to pay a price to enforce low level of financing (UCT(f, E) )> UCT(F,E)), a tough government will certainly play f  in the first stage of the game. With probability (1-p) region instead expects central government to be "weak"; a weak government too prefers low to high expenditure (UCW(f ,e)> UCW(F,E) ), but if faced with a regional deficit, it does not have the strength to say no to the region: UCW(f ,E) < UCbW(F,E).


How the game evolves under these different scenarios depends on the assumption we make on the payoff functions of the weak government. If it still holds true, as in the last example above, that UCbW(F,E) > UCW(F,E), the best strategy for the weak government is still to play f  in the first period. As f is also the dominant strategy for the tough government, the region will learn nothing on the type of government by observing  f  in the first period; it will still assume that this move comes from a tough government with probability p. Hence, the region will choose E if  pUR(f,E) + (1-p) URb(F, E) > UR(f, e) and e otherwise. That is, if the perceptions that the structural changes may have modified central government 's commitment technology are strong enough, the region may now decide to oblige the strict financing rule, although nothing is really changed in (weak) government payoffs.


More interestingly, if UCbW(F,E) < UCW(F,E), incomplete information offers the weak government the possibility to try to emulate a tough one. While under complete information this government would certainly play F in the first period, it may now try to exploit region's uncertainty to get to the first best equilibrium. To see this, suppose the region expects the weak government to play f  in the first period with probability q. Then, by Bayes rule, upon observing f  in the first period, the region will conclude that with probability p°(q)( (p/(p+(1-p)q)) the government is tough. The region will then be indifferent between playing e or E upon observing f  if  p°(q*) UR(f, E) + (1-p°(q*)) URb(F, E) = UR(f, e), where q* = (p(UR(f, e)- UR(f, E) )/(1-p)( URb(F, E) - UR(f, e))(
. In turn, for the weak government to be willing to randomise between playing f and F in the first period, it must also be indifferent in expected terms between the two strategies. This occurs if  the region upon observing f  in the first period, plays e with probability s*, where s* is implicitly defined by the equation: UCW(F,E) = (1-s*) UCbW(F,E) + s* UCW(f ,e).  

In this second case, with appropriate restrictions on out of equilibrium beliefs, we then obtain a (mixed strategy) perfect Bayesian equilibrium. At this equilibrium, the weak government imitates the tough government by playing f  with probability q* and the region optimally responds by respecting the budget constraint with probability s*.  Hence, it is now possible for the weak government to reach, in some cases at least, the first best equilibrium. Note that q* is increasing in p and UR(f, e); hence, if the events of the ‘90s  raised both the importance of  controlling regional expenditure for the central government and the regional perception that government may be tough, we should expect to observe an hardening of regional budget constraint. Note that q*  is also decreasing in UR(f, E)  and  URb(F, E); the higher the costs for the region if it deviates from the first best financing rule, the higher is the probability that the weak government imitates the tough one.  On the other hand, the lower are UCbW(F,E) and UCW(f ,e), the higher the probability that the region plays e. That is, interestingly, this simple model predicts contrasting effects on the likelihood of a region to comply to the strict financing rule  if the changed situation of ‘90s increased, as it seems likely, both the importance of  reaching low level of expenditure and the costs of a bailing out for the central government.

Thus, one may think that the events of the ‘90s, by modifying regions' expectations, may have offered the weak Italian governments an important opportunity to strengthen regions’ budget constraints. To be sure, in the above model, if the region chooses a high level of expenditure, the weak government always find it convenient to bail out the region. But this feature is simply the result of having analysed a single shot of the game only. If we repeated the game (a finite number of times), then we would find equilibria where even the weak government may find convenient not to bail out the region in the early repetitions of the game, so as to build a reputation of being tough in later periods (Kreps and Wilson, 1972). In more extended version of the model, to analyse the Italian case, one would also want to consider that central government has actually two choices to bail out the region: it might either give it more money in the form of a bailing out of previous deficits, or it can raise the financing level for the next period. For this to make a difference, truly dynamic considerations (such as the level of financing (expenditure) in one period affect the cost for the government (region) of reducing financing (expenditure) in the next period), and not simple repetitions of the same game, should be introduced in the model. 

4.2 The literature and its implications for the Italian case.


How  should  then we expect that  the ‘90s reforms affected  the ability of the central government to commit and the incentives for regions to overspend (that is, in terms of our model above,  affected UC(.) and  UR(.) in the various possible cases)? Summing up the suggestions of a rather scarce literature we get the following clues:

First, soft budget constraints problems may be caused by constitutional causes. An improper assignments of functions to the different levels of government may lead to an overlapping of functions and to a loss of accountability (i.e. Rodden et al., 2001). Indeed, the basic reason why in Italy we had UC(f ,E) < UCb(F,E)  is because the central government itself would have been held responsible for the failure of a regional health system. As discussed above, this problem has not changed  during the ‘90s and  it is unlikely to change much in the future ("devolution" left aside); however, some of its consequences, such as the strict central control on the organisation of health services by regions, were progressively reduced in the ‘90s. Indeed, as we saw in section 3, the regional health system in Lombardia now looks very different from that of, say, Emilia Romagna. This may have increased regional accountability and may have therefore reduced central government's incentives to step in. 

Second, there may be problems in the design of the financial relationship between different level of governments. The literature stresses mainly  three of these problems. First, vertical imbalance (Eichengreen and Von Hagen, 1996). If local governments do not have enough tax resources of their own to meet unexpected shocks in cost or demand conditions, and local expenditure can not be reduced because of  national regulations, they do not have any way to adjust their resources so as to keep their budget in equilibrium. Hence, any budget constraint set up ex ante is a-fortiori not credible. The likelihood to run in budget problems should then be an increasing function of the mismatch between local resources and local expenditure. In Italy, as we saw above, this argument does not seem to work. Vertical imbalance was dramatically reduced during the ‘90s, but regions never used their increased tax resources to finance health deficits. However, in an empirical analysis one may still want to control for this phenomenon, as the refusal of regions to use their tax resources may be caused by other variables. On these grounds, note that although all (ordinary) regions received the same tax bases and tax shares in the ‘90s, the reduction in the vertical imbalance was very different across regions, because of the large difference in the distribution of tax bases across the national territory. Second, transparent and objective rules for determining transfers to local authorities may help central government to commit not to give extra money to regions (i.e. Pisauro, 2001). On these grounds Italy  has always been a disaster. Not only there may have been a general problem of underfunding of health expenditure, but also some regions may have been unduly penalised by the inability of the appropriation rule of NHF to take adequately into account structural differences in their needs or costs. As the formula to define transfers to the regional health systems changed several times during the period (see section 3), we can check if these changes affected regional behaviour. Third, lack of debt regulations and of bankruptcy rules may also increase the likelihood of  a bailing out (Rodden et al., 2001). In Italy, strict regulations are in force for regional debts; the problem is that regions always managed to bypass  these regulations through their regional LHU's. However, since 1995, Italian regions started to borrow by issuing bonds, and have therefore been checked by international rating agencies. One may then expect that this form of market control, if efficient, might have had the effect to harden the budget constraint of regions, by making it more costly for them to run in financial trouble (i.e. it might have reduced URb(F, E)). Accordingly, we want to control for these financial variables.

Third, there may be structural phenomena which affect regions' or government's willingness to run a bailing out. The phenomenon which is stressed most in the literature is the size of a region, although its effects are controversial. Wildasin (1997) refers to the usual "too big too fail" argument to argue that larger regions should more easily run in trouble. In his model, because of the large negative externalities that this would produce on the rest of the community, a central government cannot afford to let a large region "fail" (i.e. giving up the supply of services for lack of funding), while it could do it with a smaller region (i.e. UC(f ,E) is smaller for larger region). Expecting this, large regions should be inclined to spend more and being more easily bailed out. The common pool argument (e.g. Weingast et als,, 1981, Persson and Tabellini, 2000) points  to the opposite effect. Bailing out is advantageous for regional residents, because the benefits of  higher expenditure are concentrated in their territory, while the costs are spread across the population at large. Clearly, the smaller is the region, the lower is the perceived costs for the residents of  a region from a bail out in terms of an increase in the national taxes (present or future) needed to finance the bailing-out, and therefore the more willing should the regional government to run a deficit. Regional size here matters because it affects the incentives of a region (i.e. URb(F ,E) is larger for smaller regions). This argument can be made more precise. As the tax system is progressive in Italy, so that residents in a rich region pay a more than a proportional share of national revenues, we should expect the common pool effect to be more pronounced for small and poor regions than small and rich ones
.

Fourth, the characteristics of the political regime at local and national level may also  be important. First, the (expected) length of national government (and/or of legislature) may matter. If, as we argued in section 2, the short life span of national governments in Italy had the effect of  increasing the short term gains from underfunding, the increased stability of national coalitions in the ‘90s may have reduced it (i.e. decreasing UCb(F,E)). Second, the change in the electoral rule for national elections, from proportional to majoritarian in 1994, may also have had a separate effect in the same direction
. If we believe the argument that under a majoritarian electoral rule the ruling parties need to please a smaller number of voters than under a proportional rule (Persson and Tabellini, 2000), and that majoritarian parliamentary regimes are less characterised by inefficient log rolling from regional representatives sitting in the national parliament (Roubini and Sachs, 1989),  we should expect under the new electoral regime more resistance to requests coming from regions at large (i.e. a reduction in UCb(F,E)). Interestingly, this may be compatible with more financial help to be given to some regions, the ones where the national government has its main constituency. Third,  political affinity between regional and national government may also matter. How, however, is not clear. On the one hand, regional governments may expect more help from a “friendly” government. Hence, we should expect to observe higher level of expenditure and eventually more financing or more bailing out in regions ruled by similar majorities of that of the central government. On the other hand, regions may be unwilling to create financial difficulties to a friendly government. On these grounds, note that the Italian Presidents of region have necessarily national ambitions; the binding term rule does not allow them to be re-elected more than twice in a row
. Fourth, the electoral cycle for both regions and the central government must also be considered. Given the way health care responsibility is shared in Italy between the two levels of government, we should expect an increase in health expenditure in the years both before regional and central elections, and perhaps an increase in health financing and in the bailing out of health deficits in the years before a national election.

Finally, external constraints, such as those deriving from international treaties, may matter a lot in forcing the central government to commit (increasing UC(f ,e) and reducing both UCb(F,E) and UC(F,E)). In Italy, during the ‘90s, this element was of course fundamental. In the following, we will capture it with variables related to the financial situation of Italy before and after 1997 (the “Maastricht year”).

4.3 Empirical analysis

For the sake of exposition, we proceed in the following way. First, we analyse the effect on health deficits of structural variables that previous analyses (e.g. Mapelli, 1999) suggest may affect regions’ health care expenditure, such as the age composition of the population, the number of physicians, the average beds per hospital, etc. We also include regional GDP per capita among these variables, on the basis of the usual argument that health is a normal good, and therefore richer regions may simply demand for more health services. Next, we introduce a set of variables which are meant to proxy the soft budget constraints variables detailed above. The analysis is still preliminary; our main goal here is simply to check how, beyond the structural parameters, these variables were important in defining regional health care expenditure, financing and deficit.

4.3.1 Structural variables

Our empirical analysis is based on Italian regional public health care expenditure, financing and deficits for the years 1990-1999; data sources are described in details in appendix C. Financing is here as determined from the NHF in any given year, taking into account adjustments made along the same year (see section 3); that is, we do not consider here the money going to regions through the bailing out of previous health deficits. Expenditure data comes from the “Relazione Generale” and measure "planned expenditure" for any year (i.e. “dati di competenza”); they are more stable and more able to represent “true” yearly regional health care expenditure than cash flow data.  To facilitate comparison, all financial data are expressed in per capita and real 2000 terms. 

To begin with, figure 4.2 presents the evolution of  (public) health care financing and expenditure in per capita and real terms on a national basis along all the period. It is easy to detect the specific effort that the national authorities did to put under control health expenditure, in the context of the more general effort to adjust public finances at large. From a peak in 1991-92, both health care financing and expenditure started decelerating in the subsequent years. Average financing dropped abruptly in 1993 by almost 10% (in real terms) and remained at this lower level up to 1997; expenditure followed this reduction at lower pace initially, to eventually converge at the financing level in 1995. In that year, regional health deficits were practically nil. However, immediately after 1995, health expenditure started again to increase, first at quick pace and then at more moderate one. Financing did not follow the increase pace of expenditure until 1998, thus inducing again an accumulation of health deficits. In the final two years of the sample period, financing too has increased, closing up partly the gap with expenditure, but it has always remained at a lower level. Hence, deficits have continued to accumulate. However, as can be seen from the figure, health deficits at the end of the period, both in absolute and in relative terms,  were considerably smaller than at the beginning of the period. Reflecting the happy attitude of governments in the pre-financial crisis Italy, in 1990 health deficits run at 25% of total expenditure or a third of total financing. The figure also clearly allows us to distinguish three neat phases in the health financing / expenditure cycles: from 1990 to 1992, characterized by the old legacy of government misbehaviour; from 1993 to 1997, the race towards  Maastricht; and from 1998 to 1999, the relaxation of public budget tightness.

Insert figure 4.2 here

Table 4.1 describes the evolution of the same variables at the level of the single regions, comparing initial and  final periods. Health care expenditure per capita averaged 1.986 million lire in 1990 and 2.127 million lire in 1999, recording only a 7% increase during the sample period.  As we noted already in section 3, Italy still scores pretty well on these grounds; (public) health expenditure was below 6% of GDP in 1999, one of the lowest figure among the EU countries. Financing per capita raised by 31% in real terms along the period, from 1.505 million lire in 1990 to 1.974 million lire in 1999. This was the effect of the attempt, detailed in section 2, of central government to raise financing of the NHF at a more reasonable level during the end of the period. As an effect, a huge decrease was recorded by deficit per capita that declined on average from 480.000 lire in 1990 to 153.000 lire at the end of the period. As a share of health care funding, deficit decreased on average from 31.91% to 7.74%.

These average variables hide considerable differences across regions. As table 4.1 shows, expenditure and financing in per capita terms did not greatly vary across regions; the coefficient of variations for both variables is below 10%, with variance in financing being constantly lower than that of expenditure, indicating the continuous effort by central government to equalise health care expenditure across the territory through the appropriation rule of  the NHF. However, health care deficits varied tremendously across Italian regions and along the sample period. The dispersion also increased along the period. The coefficient of variation relative to deficit moved from 0.28 in 1990 to 1.38 in 1999. The highest deficit in 1990 was recorded in Marche with 752.000 lire per capita, while the lowest was in Calabria with 221.000 lire. In 1999, the situation had changed dramatically: leaving aside the two special regions (Valle d’Aosta and Trentino Alto Adige), the highest deficit was recorded in Lazio (288.000 lire) and the lowest in Toscana, with just 37.000 lire per capita. On the contrary, regional dispersion changed only marginally for expenditure and funding. In 1990, regions located in the centre received the highest funding (1.603 mln lire) and recorded the highest expenditure (2.202 mln lire), whereas Southern regions received the lowest financing but also recorded the lowest expenditure. In 1999, North-Western regions received the highest funding (2.072 mln lire) while North-Eastern regions recorded the highest per capita expenditure (2.259 mln lire). On the other hand, Southern regions received the lowest funding (1.812 mln lire) and recorded the lowest expenditure (1.948 mln lire).

table 4.1 here

In GDP percentage, the situation looks completely reversed. As shown in table 4.2, both at the beginning and at the end of the sample period, Northern regions received the lowest funding and recorded the lowest expenditure, whereas Southern regions received the highest funding and recorded the highest expenditure. Among regions, Lombardia is the one with both the lowest funding (3.52% in 1990 and 4.10% in 1999 of regional GDP) and expenditure (4.56% in 1990 and 4.36% in 1999), Calabria is the one with the highest funding (7.38% in 1990 and 7.54% in 1999) and expenditure (8.61% in 1990 and 8.20% in 1999).

table 4.2 here

These results are of course mainly driven by differences in regional GDP per capita. As shown in table 4.3, North-Western regions registered 40.596 mln lire per capita in 1990, compared with only 21.613 mln lire for Southern regions. In 1999, (absolute) difference had further increased: North-Western regions recorded 47.210 mln lire and Southern regions just 25.339 mln lire per capita. Table 5 also collects  information about the structure of the population across Italian regions, emphasising the differences across regions. In general, regions located in the South are characterised by the lowest share of elder people (persons aged more than 65) and the highest share of youngsters (persons aged less than 14) out of the total population, with a regional dispersion which has not changed much along the sample period.

table 4.3 here

Finally, table 4.4 considers some structural variables useful to describe the supply of health care services across regions, namely the number of public hospitals, beds and physicians. On average, the number of hospitals declined slightly from 0.33 (per 10.000 inhabitants) in 1990 to 0.28 in 1999. Both in 1990 and 1999, the highest number of hospitals is found in regions located in the centre (respectively 0.39 and 0.31), whereas the lowest number is in the North-Western regions (respectively 0.29 and 0.24). On the other hand, the (average) biggest hospitals (i.e. those with the largest number of beds) are located in North-Western regions (249 beds per hospital on average in 1990, 243 beds in 1999), while the smallest ones are in the South (182 beds per hospital both in 1990 and 1999). Centre regions showed the biggest effort to increase the scale of production, recording 195 beds per hospital in 1990 and 208 beds per hospital at the end of the sample period. As there seems to be a consensus in the empirical literature on the presence of scale economies in the production of health services in hospitals, we should expect that the lower the average number of beds per hospitals, the higher the additional (per capita) health care expenditure. Southern regions were also characterised by the lowest number of physicians (1.49 per 1.000 inhabitants in 1990, 1.58 in 1999), whereas the highest number of physician was recorded for regions in the Centre (1.88 and 2.12 respectively).

table 4.4 here

4.3.2. The empirical model

We begin our empirical analysis by defining a very general model. The structural form equations can be represented as in (1):
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	(1)


where F is health care funding, E is expenditure, D is deficit, X is a vector of explanatory variables (reflecting the structure of the public supply of health care services, as well as the soft budget variables that we discuss later) and ( is a disturbance term. Notice that in both the first and the second equations we allow for the presence of lagged dependent variables (the third equation is simply the deficit identity). These variables here may have a number of different explanations. On the one hand, they may simply reflect the presence of hysteresis in the determination of health financing and expenditure, which is not captured enough by the other explanatory variables. Expenditure this year may be heavily conditioned by expenditure in past years, and given the way financing is determined, it is also possible that financing this year depends on past years financing. As financing and expenditure are also correlated, one may also want to check if financing (expenditure) in the past had also a separate effect on expenditure (financing) this year. 

However, in the presence of soft budget problems, the link between past and present variables is subtler than that. First,  expenditure today depends on expectations on bailing out tomorrow, so that we should also add to the RHS of the expenditure function expected variables concerning the likelihood of a bailing out. Of course, if during the ‘90s there was a shift of "regime" concerning these expectations, as we hinted above, estimated parameters may also be subjected to  Lucas' critique. For the time being, to face this problem we simply limit ourselves to introduce future variables in the vector of X's (i.e. the expected length of government, the percentage of deficits bailed out) assuming that regions perfectly forecast these variables at the time of setting up their expenditure, and to run Chow tests to verify the stability of estimated coefficients along the different periods. 

Lagged variables too may have a different interpretation in a soft budget constraint model. On the one hand, in the presence of bailing out, expenditure this year may not only depend on the financing a region receives this year through normal channels, but also by the deficits it has accumulated in the past, that is, on the difference between past expenditure and past financing. On the other hand, if , as we already remarked, soft budget constraints problems surfaced in the form of increased transfers rather than in the form of bailing out, financing today may also depend on past expenditure. 

In a fully fledged empirical analysis, we would like to be able to discriminate between these different effects, sorting out soft budget effects from simple hysteresis on the one hand, and identifying the channel which was mostly used to rescue regions, on the other hand. From an econometric point of view, this means that we have to address issues such as the exogeneity of variables and the chain of causality. However, estimating (1) directly raises also a number of other econometric problems, ranging from the detection of serial correlation to the stationarity of health care spending and financing. For the former, the presence of lagged dependent variables (and the possible higher-order autocorrelation) implies the inapplicability of Durbin-Watson statistic. Furthermore, the limited number of observations (t=10) rules out the use of the LM test proposed by Breusch and Godfrey and it also makes practically invalid any test on time series stationarity (e.g. Gerdtham and Loethgren, 2000, and the references therein for a general updated discussion, and Giannoni and Hitiris, 1999, using Italian data).

Faced with these difficulties, as a very preliminary attempt to explore our data, we then choose to simplify matters radically, by imposing (i = (i = (i = (i = 0. As a further simplification, we avoid the time-series cross-section nature of data by pooling all observations together, allowing only for general heteroskedasticity.
 The result is a “naive” analysis, but as we will show, one which offers some interesting insights, to be confirmed in future more structured analyses.

4.3.3 A naive analysis of regional health care spending, funding and deficit

Given the previous simplifications, the structural model in (1) may be rewritten as:
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where (2) and (3) can be treated as two separate equations, while (4) can be derived by simply substituting (2) and (3).

To begin with, we consider only the structural variables we discussed above as being potentially relevant for health care expenditure. Clearly, due to data availability, not all the variables one may think of as being relevant are included here.
 We run two separate set of regressions, one considering all Italian regions, and one looking at ordinary regions only. OLS estimates are collected in table 4.5 (expenditure) and table 4.6 (financing).

Expenditure turns out to be positively related to the number of physicians (probably highlighting the problem of demand induction) and, unsurprisingly, to GDP per capita. Average number of beds per hospital tends to reduce regional expenditure, suggesting an efficiency gain in terms of scale economies. All these three coefficients are robust among regressions and to the introduction of a (non linear) time trend, aimed at capturing unexplained variation.
 The trend captures the three periods that (as we discussed above) emerges quite naturally by observing figure 4.2; from 1990 to 1992 ; from 1993 to 1997; and from 1998 to 1999. Interestingly, the coefficient of the share of the regional population aged more than 65 is sensitive to the introduction of this trend, possibly as an effect on the changes in the financing rules which occurred in the same period, roughly coinciding with the trend itself (see below). Once the trend has been controlled for, the proportion of population over age 65 increases regional expenditure. Notice that southern regions spend less than the others, although  this holds true for ordinary regions only.

table 4.5 here

 
To check for parameters stability within these periods in the expenditure equation, we also run a Chow test on two subsequent periods. Null hypothesis is rejected in both cases, suggesting instability of parameters. Interestingly, the three periods of the trend correspond almost exactly to variations in the appropriation formula from the NHF (see section 3.5). The funding formula included health care needs measured in terms of the age composition  of the population in the years 1990-1991 and 1997-1999, while it was mainly based on per capita basis in the intermediate period. Unsurprising therefore,  regional financing on all the period turns out to be  positively related to the proportion of population over age 65. GDP per capita is also positively related to regional funding, possibly capturing the fact that the appropriation formula is corrected to compensate for  interregional mobility of patients from the (poor) Southern regions to the (rich) Northern ones. It might also capture the results of the bargaining process which always characterised the distribution of the NHF to regions. These two coefficients appear robust to the introduction of the time trend, as well as to the introduction of a dummy variable aimed at capturing variations in the funding formula. 

The number of physicians also turns up to be positively related to regional funding and statistically significant in three out of four regressions. Notice that this variable should not have been there as the financing formula does not consider the number of physicians in the allocation of funds. However, as the number of general practitioners and of  physicians specialised in children care is linked by national regulations to the number and composition of population, this effect probably reflects again the age corrections of the formula. Conversely, as expected, the number of hospitals, of beds and the average number of beds per hospitals do not seem to have any statistically significant effect on health care financing. This is as it should be, since the appropriation formula is only linked to demand aspects and does not take into account the supply structure. In this case too we control for parameters stability within the three time periods discussed above, by using a Chow test. We found no evidence to reject the null hypothesis for the years 1990-1992 and 1993-1996, whereas the opposite is true for 1993-1999 period.

table 4.6 here

The first two columns in table 4.7 show regression estimates of health care deficit equation for  the subset of ordinary regions only. Since equation (4) is  an identity, estimated coefficients for the health care deficit equation are simply the result of the summation of coefficient estimates in (2) and (3) above. The results seem to indicate that there is some structural reasons for the dispersion of health deficits across Italian regions. Northern regions are generally more underfunded that their Southern counterparts; the proxy from the south is negative and significant (at the 10% level) even when the time trend is introduced in the regressions. This is consistent with the idea (see section 3 and Mapelli, 1998) that the  appropriation rule of the NHS, in its attempt to enforce absolute uniformity in the supply of health services across the national territory ended up by underfunding relatively more the Northern regions than the Southern ones. For a number of structural reasons, illustrated above, Northern regions spend more than Southern regions and also provide services, through regional mobility, to Southern residents, which are only partly compensated by formula corrections. Hence, Northern regions run more deficits which are then  compensated with higher bailing out
. 

Furthermore, it would also appear that the financing formula gives too much weight to old people share in determining the transfers. Per capita  expenditure is indeed increasing in the share of old people, but less than the formula would have it to be, so that regions with a large number of old people end up by receiving (relatively speaking) “too much” money and therefore run in less financial troubles. Finally, the average number of beds per hospital is robust and statistically significant in explaining regional variations of deficit on health care budget, probably a proxy for all the structural variables concerning the regional supply of services which the financing formula does not consider.

However, the central message of table 4.7 is a different one. Structural variables explain at most 14% of the variance in health deficits across regions; if the (non linear) time trend is added to the regressions, R2 jumps to 0.57. This suggests that the structural variables alone cannot explain regional variation in expenditure and funding.

4.3.4 A naive analysis continued: introducing “soft budget constraints” variables

Since the time trend is so significant, the first question to ask is what determines the trend. An obvious explanation is that Maastricht and the adjustment process in health finances, as suggested by figure 4.2, were the main reasons for the changed attitude of central government towards health expenditure and finance. To check this, in the last two columns in table 9, we collect regression estimates of health care deficit equation introducing two new variables,  a dummy variable for the year 1997 (when European countries were examined to define EMU participants) and an index of  the tightness of public finance, measured as the ratio between the Italian central government deficit to GDP and the average value of the same variable for the EU countries (the larger this variable the more the budget should have been tight). Both variables should capture the effort of Italian governments to squeeze public expenditure in order to respect Maastricht criteria. Indeed, this seems to be the case. In column three in table 9, both variables turn out to be  statistically significant, although the sign should be here interpreted with care as it is the combined effect of the impact of the two variables on expenditure and financing. The two new variables alone make the R2 jump from 0.14 to 0.53, meaning that a large part of the variance in the regional health deficits is  explained by how these variables affected expenditure and financing of the different regions.  Also note, in the fourth column of table 4.7 the high collinearity between these two variables and the trend itself; introducing the trend, the  significance of these two variables almost disappears, suggesting that the two variables are indeed a part of what explains the trend.

table 4.7 here

The general conditions of public finance were however only two of the variables which affected generally all regions. To explore further this issue, we introduced two additional “political” variables related with elections, namely an index that captures the average length of central government during the years 1990-1999 and two dummy variables to pick up electoral years, both at central and regional level.

Regression results are shown in table 4.8. The first two columns refer to the deficit equation, the second two columns to expenditure and the last two to financing. Beginning with the deficit equation, only the average number of beds per hospital and GDP per capita seems to be relevant among structural variables, presenting the same sign as before. Both coefficients (and their SE) appear robust to the introduction of additional variables and the time trend. “Political” variables are all statistically significant; however, introducing the time trend, the significance of coefficients disappears.
 Once again, this finding suggests that the (non linear) time trend can be considered as a proxy of changes recorded in the political environment.

The sign of the variables in the deficit equation is the result of the combined effect of the explanatory variables on expenditure and financing. The second two columns of table 4.8 illustrated the effect of these variables on expenditure. As far as the “structural” variables are concerned, results are unchanged from the preceding section.. All political variables are significant in the regression without the time trend, but generally with the opposite sign to expectations. Only the length of government presents the expected sign. However, adding  the time trend makes most of them insignificant. Notice however that by controlling for the trend, the dummy for the 1997 and public  budget tightness remain significant and with the expected sign.

The political variables seem to perform better in the financing regression, last two columns of table 4.8. The significant structural variables are the same as above, maintain the sign, and are robust to the introduction of the trend. As for the political variables, except for the electoral dummies, they have all the expected sign in the regression without the time trend. Adding the trend, however, makes them insignificant, leaving again only the dummy for the 1997 and public  budget tightness as significant and with the expected sign. 

Summing up, it looks as if the political variables introduced so far had more effect in explaining financing rather than expenditure. As these variables  refers to the incentives for the central government to control health expenditure as an effect of external constraints,  the general feeling is that central government was more successful in the period in controlling health financing rather than in controlling health expenditure. This squares with the general picture emerging from figure 4.2.

table 4.8 here

However, the above variables referred to factors which affected regions as a whole. As a result, they are naturally ill suited to explain the variance of financing and expenditure (and hence deficits) across regions, which is our main concern here. In table 11 we then add to the previous variables a number of other variables pertaining to the single regions, following the suggestions of the literature surveyed in par. 4.2. In particular, we now control for political affinity between central and local government, common pool effects, vertical imbalance, financial indicators and other variables which we explain below (see Appendix C for a list of the variables). We also add dummies to take into account for the change in the electoral system both at local and national level. Finally, we drop the time trend here, as once we added all these new variables, it became insignificant. Table 4.8 presents our results, again distinguishing between deficit, expenditure and financing regressions. 

Commencing with the former, among the structural variables, all our previous variables survives as significant and with the same sign, except the share of old people which loses significance. However, this last variable loses significance  among the expenditure and financing equations too, probably indicating that among the new explanatory variables, some are highly correlated with the age structure of population. Among the other variables, the dummy for the change in the regional electoral system turns out to be significant and with a negative sign. However, this is probably the result of a spurious correlation between this dummy (which is equal to one since 1995 onwards) and the time period when central government started increasing the average level of health financing of regions (see figure 4.2). An indication that this is indeed the case comes from the structural regressions. Financing is positively correlated with this variable, while expenditure is  unaffected. 

Another variable which turns out to be statistically significant in the deficit equation is what we called the "implicit burden" of the deficit. How this variable is computed is explained in Appendix B. This table shows that all deficits run by regions in the period 1987 to 1994 were bailed out by the centre in the final year of the sub sample, 1994, in the same proportion for all regions: approximately, 70%. Of the new deficits formed in the period 94-99, however, the part already financed by the state by the 1999 showed a larger variance across regions, ranging from 0.25 to 0.75, among ordinary regions. If this was expected by regions and taken  as an indication of the risk that not all their future deficits may be financed by the centre, we should expect a more cautious behaviour for the regions whose not yet financed deficits on accumulated total deficits (the implicit burden) was higher. The variable turns out to be significant but with the wrong sign. Probably, however, this is again the result of a spurious correlation (which we will have to correct in future analysis); regions which run higher per capita deficit in 1994-1999 had been less bailed out by 1999, and this explains the result.

On the whole, the results of the other soft budget constraints variables on the deficit equation do not look encouraging either. Many variables turn out by having the expected sign, but they are not statistically significant, although their cumulate contribution to the explanatory power of the model is large (more than 0.40 with respect to the case with only structural variables) and the F test rejects the hypothesis that coefficients are jointly not different from zero. There is clearly a problem of model misspecification, which is unsurprising given all the dynamic issues we failed to consider here. However, it might also be that  health deficits are the wrong variables to look at to detect soft budget constraints problems. If central government adjusted ex ante financing from NHF to cover excessive regional expenditure, we may observe no effect or even the wrong effect on the regional deficit. However, we should detect it on the expenditure and financing regressions. On these grounds, the results in table 4.9 look more encouraging. Size effects have the expected sign and are strongly significant in the expenditure regression; large and rich regions spend less than poor and small regions, as predicted by the common pool effect. Financing adjust partially, although not completely, thus leaving a positive trace in the deficit equation. 

The length of government and the dummy concerning the change in the national electoral system have both a strong negative effect on both financing and expenditure, although the effect is larger on the financing side, thus leaving again a positive trace on the deficit equation. Electoral dummies are less satisfactory; they are insignificant in the deficit equation and have the wrong sign on the expenditure regression. However, financing is positively related to the national election dummy, indicating that financing is probably the variable which is mostly affected by the electoral turn out.

The other soft budget constraints variables turn out to be insignificant on both expenditure and financing. As expected, the ratio of local taxes on own revenue does not seem to have any discernible effect on either expenditure or financing. More surprisingly, political affinity does not matter, or if it does, it works again expectations (but see our comments above). Regions of the same political colour of national government seem to spend less and receive less money from the centre, although in both cases the coefficient is not statistically significant. Regions' own debts do not matter on either financing or deficit, although they seem to have the effect of compressing expenditure, hopefully a signal that financial market control may have started working in Italy.

table 4.9 here

5. Concluding remarks and proposals

In this section, we  take stock of the analysis of the previous sections, trying to answer the two crucial questions we raised in the Introduction. First, will the new system for financing regions set up at the end of the previous legislature – that, as we argued, will probably survive the Constitutional amendment - work,  in the sense both of guaranteeing satisfactory levels of equity in the health supply across the territory and of not providing regions incentives to misbehave financially? Second, if this system does not work, which further reforms are needed in order to satisfy the previous requirements?

Our analysis suggests a negative answer to the first question. The basic idea behind all the reforms made in the ’90s was that  reducing fiscal imbalance and giving regions more autonomy in the organisation of health services  would suffice to solve the soft budget constraint problem. The same idea lies behind the DLEGS 56/2000 and the new financing system envisaged by the new Constitution. Our institutional and empirical analysis strongly suggests that this idea is ill founded. Central government managed to control for the growth of public health expenditure in the crucial  years before the Maastricht test, but more as a result of  measures decided by the centre than as a result of the new and correct incentives being put in place for regions. The results of our preliminary empirical analysis  suggest that structural reforms, such as the change in the electoral rules for national elections and the resulting increase in governments stability, had probably the effect of increasing the commitment technology of the central government. Furthermore, the regional variance of  expenditure and financing seems to be related to some of the soft budget constraints variables we introduced, suggesting that a removal of these features may indeed help to strengthen regional budgets. It may also be that for a while regions' expectations about the likelihood of a bailing out were also curbed, as an effect of the financial crisis of the 1992 and the need to meet the Maastricht criteria. However, in the 90's, the central government failed to fix permanently these expectations in an improved financial equilibrium with regions. As the external constraints relaxed, health expenditure started accelerating again, accumulating more deficits. During all the decade regions refused to use their own tax resources to cover their health deficits, expecting government intervention
. Public health expenditure is still low comparing to EU average but prospects for the future do not look encouraging.

More managerial autonomy in the organisation of services also proved not to be enough to guarantee a more efficient managing of the health sector. On the contrary, in the absence of a strict budget rule, some regions have exploited their increased autonomy to increase the supply of services, relying on national residents to bear or share the costs of these experiments. Somewhat paradoxically, the greater visibility and political accountability of regional governments, induced by the change in the electoral rules, may have actually contributed to worsen the situation. Since one of  the result of the DLEGS 56/2000 is a further lifting of the hierarchical controls on health expenditure, this evidence is worryingly. It implies that unless we manage to eradicate soft budget expectations from the system, we may expect to run in even more serious financial troubles in the future.

This evidence is worrying for another reason too. Although there are some positive elements on this respect in the new Constitution (see par. 2.6), the latter also greatly enlarges the number of functions whose political responsibility is shared between the regions and the State. Coupled with legislative and fiscal autonomy at regional level, this may turn out to be a very dangerous cocktail. There is a serious risk that the new Constitution spreads the soft-budget constraint disease to other parts of  the public sector. Given the amount of the resources transferred to regions as an effect of the new Constitution - more than half than the current expenditure of central government (Bordignon and Cerniglia, 2001) - financial stability of the country may be threatened.

A further Constitutional reform, giving all powers to regions on health services, may then appear as the logical solution. Leaving aside the equity issue, if this solution could be enforced, it would certainly solve the soft budget constraint problem. But it seems very unlikely that this can be the case. As we remarked already, health services have naturally a "national" constituency which makes it hard for any central government to commit not to interfere with regional choices. Indeed, there is no federal country in the world where the central government does not try to condition regional or provincial provision of health services.  Political considerations, such the national constituency of the main Italian parties, reinforce this conclusion. Most likely, whatever the Constitution, if a region runs in serious financial troubles, being unable to provide health (or tomorrow, educational) services, the Italian central government will rescue  it. Drafting a new Constitution would not eliminate this risk.

Furthermore, by transforming  health care in an exclusive function of regions we would probably run another risk. In federal countries where health services are an exclusive legislative function of the regional states, such as Canada, the interest of federal government in the regional provision of health care does not for this reason magically disappear. Simply, it takes another form. Given regional sovereignty in the health sector, the only justification for a role of the federal government in health care lies in its spending power (France, 2001). The federal government “forces” regional states to provide health services according to its standard by buying them out; i.e. by offering them additional and conditional money. Given its unsatisfactory past experience with conditional grants in the health sector, this would not be a desirable development for Italy, on both financial and equity grounds.

What can then be done? In the following we offer our interpretation, “soft budget constraint- and equity proof”, of the new intergovernmental relationships as they emerge by the new Constitution. We refer to health care, as this has been our crucial concern here, but if applied it could became a model for the other delegated functions as well. This interpretation is based on recent developments in the Italian context as well as  on empirical evidence on successful experiences of  other federal states (Rodden et al., 2001).


First, if health care is a shared function, it should be really “shared” by the two levels of government. They should take joint responsibility for the setting up of the national standards and for bearing their financial consequences. To an extent this has already begun to occur in Italy. In the most recent years, there has been an evident change in the “material” Constitution of the country. Regions have been increasingly involved in the determination of central government policies concerning health care matters. The "August Pacts" are an example of this transformation. The role played by regions themselves in determining the 2000 financing reform is another example (see Bordignon, 2000a). The problem is that this change occurred only within the “material” Constitution of the country, without creating new institutions which can regulate the bargaining between the two levels of government and enforce the agreements. In particular,  the existing  intergovernmental institutions  (Conferenza Stato Regioni, Conferenza dei Presidenti) lack political legitimacy and effective functioning rules. If intergovernmental "pacta" are to be respected, we need more robust institutions with well defined representation and decision rules. Since health care financing necessarily involves distributive issues across governments, we need well defined political institutions to mediate the distributive conflict, possibly even a Senate of Regions or a Bundesrat, as suggested by many Italian scholars
.


We need these intergovernmental bodies for a number of reasons, leaving aside the need of "completing" the new Constitution. The most important is that the recent Italian experience strongly suggests that intergovernmental political bargaining cannot be really eliminated by the process of setting up financial rules for regions. If that is the case, it is then better to “institutionalise” this decision process, making it more transparent and politically accountable. 

The experience with the recent DLEGS56/2000 is instructive on this regard. The idea behind this new system was a very simple (and possible naïve) one. By fixing at a given level  the regional share of VAT, the resources of regions would have increased in the future  at the rate determined by the growth of  VAT revenue and the other regional taxes. Hence any need of further intervention by the center would have been eliminated, at least in the short run. The formula for the sharing the VAT revenue across regions would have taken care of  unexpected shocks, automatically providing insurance and redistribution. Provided that the regional share to VAT had been chosen at the “right” level, regional budgets would be strict, as any incentive for discretional interventions by the centre would have been eliminated. We explained in section 2 how the story ended. Pressed by financial difficulties, regions bargained with the state and obtained additional resources in a discretionary way, bypassing the new redistribution mechanism.


Once this political bargaining is made explicit, it is however important that it does not end up by making interregional redistribution  fully discretionary. If this were the case, the resulting resource distribution would look illegitimate to regions themselves, thus inducing compensating financial behaviour from the penalised regions. One way to avoid it, it is to think at a two stage process, similarly to that proposed by the legislative bargaining literature (e.g. Pisauro, 2001). At the first stage, regions could bargain with the state the total amount of resources to be given to them as a whole each year ( or any given period of time, say, three years) according to a shared and joint decision in terms of the level of health care provision to be supplied (i.e. for example, adjusting the regional VAT share each year so as to fit the result of the bargaining). Regions would of course have a common interest in asking more money to the central government. It is up to the latter to “resist” these requests, not differently from how the ministry of Treasury now “resists” to the requests coming from the expenditure ministries in the government. 


Once this total sum of money has been determined, its distribution across regions should be subtracted by political bargaining. A way to do so is by assigning this task  to a newly introduced technical body, an Authority, with a statute similar to that of the other authorities which have been introduced in the Italian institutional system in the '90's. This Authority should perform pure technical functions, but representatives of both regions and the centre may seat in its board. In the new financial regime introduced by the 2000 reform, this Authority should determinate  the amount of money accruing to each region, by offering precise and up to date estimations of the parameters of the formula introduced with the DLEGS 56/2000. The Authority would also be in charge of proposing periodically adjustments of  the formula, to take into account changing institutions, better estimates, and improved data sets. At this second stage, since the size of the cake to be shared across regions is fixed by the political bargaining process, there is now a conflict of interest across regions, which can only lead to a strengthening of their budget constraint
. 


A real world institutional system which works exactly along these lines is the Australian intergovernmental system
. There, the revenue coming from a national tax, the Goods and Service tax, is shared across the regional states according to the proposal made by a independent authority, the Commonwealth Grants Commission. Regional states and the federal government are represented in the board of directors of this Commission, which is in charge of providing reliable estimates of regional states' needs, costs and tax bases (i.e. Buglione, 2001, Searle, 2001). The Commission works in strict contact with regional officials, and there are precise procedurals according to which a regional state can raise objections about the proposed sharing rule. At the end, the proposed redistribution rule has to be approved by a political body, which in our case would coincide with the new intergovernmental body or regional Senate.


Italy badly needs such an independent authority. Ad hoc discretionary transfer system have generated mistrust between the different level of governments. Lack of reliable estimations for regions' costs and needs, due to the poor quality of regional data and approximate procedurals for the setting up of regional budgets, has been one of the fundamental reasons behind the unreliability of transfer rules so far, contributing to soft budget constraints problems. Our own estimations in section 4 suggests that there were structural problems in the appropriation rule from the NHS; some regions have been consistently more “underfunded” then others
. Possibly, as we hinted above, this was the result of the inability of the central government to discriminate ex ante in the financing of regions, so that bailing out of health deficits turned out to be a way to discriminate ex post among regions, implicitly taking into account their different costs and needs. If so, this occurred in  a highly  inefficient way. A robust and independent Authority
, which routinely checks regional budgets  and proposes new estimates,  may have the moral authority to propose well founded discriminations (taking into account difference in regional costs or needs) in the sharing rule across regions. As we saw in section 2.6, the new Constitution also offers some grounds for allowing the introduction of  some (limited) deviations from the principle of absolute uniformity across the national territory.


However, reaching a consensual intergovernmental agreement on health care resources and regional distribution through well definite institutions and procedural  is still not enough. Once an agreement has been found, it must also be enforced, primarily by the central government itself. This requires that the Italian Parliament renounces altogether to legislate in the public health area beyond the general principles which are reserved to it by the actual Constitution. As this seems extremely difficult
, regions should be at least automatically shielded by the financial effects of these interventions. This financial guaranty should be explicitly and automatically be given to regions (and not only in an implicit and ad hoc way, as it happens now). The effects of national interventions on regions’ budgets should be estimated ex ante as precisely as possible, and verified ex post, automatically compensating regions for the excess burden they generated. One of the role of  the proposed new authority would exactly that of providing reliable estimates of these "vertical externalities" on regional budgets.  


 Regional estimations for health expenditure reached through such a negotiated process among governments would be much more credible for both levels of governments and much easier to enforce. In case of remaining deficits, it would also much easier to determine who was responsible. Furthermore, note that this system does not require to reintroduce any conditioning in the money given to regions. The only purpose of this computation is to estimate the total resources to be given to regions (through  shares of national taxes) to reach the agreed upon objectives in the supply of health services, and to correct the formula for interregional redistribution across regions, taking into account their different needs. The redistribution rule  would still remain strictly based on fiscal capacity equalisation. Thus, this new system would be perfectly in line with the characteristics of the new Fund envisaged in the new Constitution. As is already the case with the DLEGS 56/ 2000, regions could spend less resources in the health sector than computed in the formula, as long as they reached the agreed upon standards in the provision of health services. Actually, they would have an incentive to do so, as all savings would remain in their pockets.

However, this would also require a new definition of the actual national standards, based on LEA (Essential Levels of Assistance). As we discussed at length in section 3, as LEA are defined now, they are just a list of health services that a region must necessarily offer to its citizens in a uniform way. It is still not clear
 what “uniformity” means here. Possibly, it means that each region must offer LEA in the same proportion, in the same way  and at the same cost. If this were the case, we would have de facto reintroduced the conditioning, under different name. This would interfere with regional autonomy, distorting incentives, without providing guarantees of reaching the results, as indeed the old per capita adjusted rule for the NHF did not reach its equity objectives. Each region should be free to offer LEA in different proportion, ways and costs, responding to its population needs – provided that results (in terms of outputs per patient or outcomes of health) are the same. LEA are also too input based; as a result, there is the risk that their assessment will only be  based on how much a region spends in each sector. This would be neither efficient nor equitable. As far as possible, they should be substituted by more output oriented indicators, along the lines we suggested in section 3
. Regions should be free to reach these levels by organising services in the way they like. Concluding the process already begun in 1993,  regions should have full autonomy in the organisation of their health system, including the degree of openness to the private sector, the choice of tariffs, co-payments  and prices of productive factors (wages and salaries). On this regard, note that the new Constitution seems to allow for further decentralisation of labour contracts for regional public employees

National health standards, once defined, should be enforced, sanctioning the regions which fail to reach the agreed upon level of health services. On this regard, the doubts raised by several authors (i.e. Arachi and Zanardi, 2000, Isae, 2001) on the capability of the national government to enforce national standards without an explicit financial leverage (i.e. conditional grants to regions) do not seem founded. The "spending power" is needed to the federal government in  countries were health care is an exclusive function of regional states, because this is the only way to convince regions to accept federal government prescriptions. In a regime of concurrent functions, such as the Italian one, where the central government has the constitutional right to set general principles for the provision of services, the powers of the national government are by far larger than those derived by the “spending power” For example, it can cut regional tax shares or regional taxes, or reintroduce a conditioning. It might even (Comma 2, art.120, new Constitution) suspends regional sovereignty  “…to guarantee essential levels of services”.
The sanctioning could take several forms. As established in the present law (DLEGS 56/2001; se also Liberati, 2001) this sanction may be in the form of a limited loss of sovereignty and the possibility for central government to reintroduce the conditioning on a limited part of the budget (less than 3%). It may also take the form of a compulsory "help", supported by center powers, by center health officials or other regions officials to re-organise health services so as to reach the prescribed standards. In general, in this new contest, the ministry of Health should play a different role, acting mainly as an agency for the rating the different regional health system, supporting and  diffusing best practises. To these aims, it  may also provide (very limited) extra resources (in the form of matching grants or money incentives) to regions to reach particular targets or objectives. This would implement the second requirement of the new Constitution for intergovernmental redistribution, the “special grants programmes” to help regions to guarantee “personal individual rights” (see section 2).

Finally, while we believe that all the above can help to solve soft budget constraint problems in Italy, we do not believe that the centre can credibly commit not to bail-out regions in case of financial troubles. Regardless of the Constitution, there are important political factors in Italy which would not allow the central government to let a region “fail” (i.e.  gives up the offer of the “essential services” for lack of  funding) in any foreseeable case. Hence, it is important to ensure that those regions which recur to State financial help pay a price for that.  This price can only be a   (temporary) suspension of  regional government’s sovereignty, as it already happens in the case of  cities’ bankruptcy.  There are already several ordinary laws and even a Constitutional norm to this effect in Italy (i.e. Liberati, 2001, France, 2001). So far these laws have never been applied, because health was deliberately underfunded by the center and all regions failed to reach the prescribed budget. It was not possible to "punish" all regions simultaneously. Once the “consensual” approach described above to the determination of health care funding will have taken place and funding therefore increased at reasonable level, it will became much easier for the central government to punish the deviating regions. For the model above to work, it is essential these punishments will be carried on. 
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� See Bordignon and Volpi, 1995, for a discussion of the early Italian literature on decentralisation, and the special issue of the Rivista Italiana degli Economisti, 2001 (forthcoming) for a discussion of the most recent developments.


� The fiscal federalism literature has insisted more on two other potential negative effects of  decentralisation: tax competition and vertical tax externalities (see Keen, 1998 and Wilson, 2000). These two aspects are linked but conceptually distinct phenomena.


� Although well studied (e.g. Maskin, 1999 for a recent survey) in general, soft budget constraint problems in intergovernmental relationship have received scarce attention in the academic literature so far. Only very recently, systematic work on the subject has started to appear (Wildasin, 1997; Pisauro, 2001; Inman, 2001; Carlsen, 1999, Coate, 1995). Recent comparative institutional analysis, again largely made under the headings of international organisations (Rodden et al, 2001), suggests the problem to be a very serious one in many countries around the world, undermining the potential advantages of decentralisation.


� The main functions of municipalities and provinces were established in a comprehensive law in 1934; subsequent important revisions occurred in 1977,1990, and in 1998 with the approval of the implementing laws relative to the two “decentralisation laws” of 1997 (the so called “Bassanini” laws).


� Except Friuli-Venezia Giulia , which was established in 1964.


� For instance, 4 special regions over 5 are directly in charge of paying transfers to municipalities, 2 over 5 directly finance primary and secondary education, 2 over 5 finance disability pensions and so on. Furthermore, since 1996 Trentino Alto Adige, Val d’Aosta and Friuli Venezia Giulia are completely in charge of financing their health sector. 


� To quote only a figure, GDP per capita in the richest region, Lombardia, is more than twice as much as that of the poorest regions, Calabria. See below.


� Regions can borrow only to finance capital expenditure, and there are strict rules (basically sound finances) concerning both the size (no more than 25% of current surplus) and the conditions under which debt can be raised.


� According to the Italian accounting definition of own taxes, a local government is said to have a own tax as long as it has at least some latitude in modifying the tax rate.


� They were the Common Fund and the Regional Development Projects Fund. Both of them were distributed following a strongly distributive rule. Calabria for instance, the poorest region, typically received from the funds 2,5 times as much as Lombardia, the richest region. In theory, the Common Fund should have been financed with a given percentage of the revenue from excise taxation (the mineral oil tax) to enact the Constitutional principle of sharing tax revenue. In practice, as any other transfers to local government, its size was determined yearly as the result of a bargaining between central government and regions; see below into the text.


� LHU’s also cash user fees; however, the income generated by these fees never exceeded 3% of their total expenditure.


� It was also decided to freeze public and private wages, with a trilateral agreement reached in 1993 between the central Government, the Trade Unions and employers’ representatives. This probably saved the country, as it insulated the inflation rate from the potential impact of currency devaluation on wages.


� It was over 10% of GDP in 1992.


� Mainly the Christian Democratic party and the Socialist party. Both parties would have been completely wiped out by the political stage in the subsequent 1994 elections.


� Basically, the theoretical tax base of IRAP is a measure of value added, net GDP at the cost of factors; i.e. the summation of all wages, profits and rents (including interest payments) net of depreciation. In practice, a lot of special provisions (mainly in agriculture and in the banking sector) reduces this tax base somehow. IRAP tax payments are furthermore not deductible by the other local or national taxes. See Bordignon et al., 2000 and 2001.


� The half point of the IRPEF tax base given to regions in 1998 was compensated by a reduction in the national IRPEF tax rate of the same amount. The further point offered to them since 2001 will not be compensated by reduction in national rates. Hence, this further point of IRPEF can be interpreted as a own regional tax. In passing, it should also be noted that municipalities also received in the same period a share in IRPEF. See Bordignon, 2000b.


� In 1994 the national electoral system was also changed moving from a pure proportional system to a (partially) majority rule based one. According to this new system, 75% of the seats in Parliament are allocated according to a first-pass-the post system, while the remaining 25% according to a proportional correction ("scorporo"), based on the votes received by the coalitions of  parties resulted defeated in the competition. As a result, as we will see in section 4, the average length of national governments and of legislature has increased in the second half of the '‘90s. The same happened to a lower extent in municipalities and regions.


� At least for municipalities, there is empirical evidence that this electoral reforms increased mayors’ accountability and affected their tax setting behaviour as predicted by the yardstick competition literature (see Bordignon et al., 2001).


� Special regions went through basically the same reforms, being given the same taxes and resources of ordinary regions, in addition to their shares of national taxes. As we noted already, the three small special regions in the north became totally autonomous in the financing of their health sector in 1996.


� Mainly, the above mentioned trilateral agreement on wages (which included also the public health sector), a large increase in the rate of co-payments by consumers to health services and pharmacological drugs, and a forced reduction in the prices of pharmacological drugs.


� Local governments will have to pay (in the form of reduced  transfers and reduction in shared taxes) a part depending on their own deficits of any penalty imposed on Italy for violating the deficit limit of three percent of GDP.


� In 1998, the first year in which the new tax law was in force, per capita revenues from IRAP were equal to 1,364,800 lire in Lombardia, the richest region, compared to only 383,300 lire in Calabria, the poorest region. For the "private" part of IRAP (value added in the private sector; the public part is basically the public employee wages), the part for which the regions have tax rate autonomy, the difference is even more remarkable: 1.208,700 lire in Lombardia versus 180,400 lire in Calabria.


� For an account of the political debate which led to the DLEGS 56/2000 see Bordignon, 2000a.


� In the formula, "needs" are computed according to the per-capita rule adjusted for age composition which was at the base of the NHF appropriation formula.


� The scheme also foresaw a 12 year transitory period before it became fully operative, so as to give regions time to adjust gradually to the new system. 


� In Bordignon and Emiliani (1999) original proposal the parameters in the formula could be revised only every three years, pending the result of a technical commission and under the approval of an intergovernmental body, the “Conferenza Stato – Regioni”. See below.


� The redistribution parameter is now set at 90%, meaning that the original distance of the fiscal capacity of a region from the national average is reduced by 90% by the working of the redistribution mechanism. Interestingly, central government had originally proposed a lower redistribution parameter, 80%. The 90% redistribution rule was the result of a compromise between regions themselves. Richer regions accepted a higher redistribution rate in exchange of an "apparent" ex ante redistribution of the VAT revenue to regions on the basis of  private consumption. This ex ante redistribution does not have any effect on the working of the mechanism, but it makes it appear as if richer regions donated their own resources to poorer regions, a political advantage for the former. For more details see Bordignon, 2000a and Giarda, 2000.


� To understand this behaviour of the Italian Parliament, it is worth recalling that in 2001 political elections took place in Italy. 


� Interestingly, most of these regions are ruled by a centre-right majority, with presidents who cannot run again for the regional election because of a binding term limit; we will come back to this below. Note that the 2001 agreement was also made conditional on the definitive setting up of the LEA. These were issued by the central government in December 2001.


� In the Italian system, all amendments (to a law) presented in Parliament are automatically withdrawn if the government asks and obtains a confidence vote on that law.


� For a more detailed discussion of the financial effects of the new Constitution see Giarda, 2001


� Nor, for what matters, would the Constitutional Court feel obliged to force central government to intervene, as it occasionally occurred in the past, to rescue  regions in difficulties so as to guarantee the uniformity of services.


� The Northern League's political proposal has now become a formal law proposal, approved by the Italian Council of Ministers in December 2001. However, to be implemented it requires a Constitutional amendment which must be supported by a large majority of the Italian Parliament, at least in the initial phases of the legislative process. Furthermore, there are still clearly  many oppositions inside the ruling coalition against this new Constitutional reform. At the time of writing (January 2002), it is then still unclear if this proposal will have a future.


� From 1980 to 1991 LHAs were in strict sense the lowest tier of government, since they were ruled by an Assembly and a Managing Committee elected by municipalities belonging to the area


� They actually started in 1995.


� Diagnosis-related groups, from the US Medicare system of paying hospitals.


� According to DLgs 229/99 tariffs for health services are to be set by the Ministry of Health and adjusted by regions. In fact each region has its own tariffs, since a previous law stated that (from 1995) tariffs were to be set by regions 


� Including subdivision of territory in local health units 


� Besides funds allocated by state, regions can add own resources, either collected through local taxes or saved from other chapters of budget.


� Besides General Practitioners and pharmacies, which provide their services to the SSN under a regime of virtual monopoly.


� Valle d’Aosta and Friuli-Venezia Giulia (fully), Sicilia and Sardegna (partly); the Autonomous Provinces of  Bolzano and Trento (fully).


� Co-payments on drugs have been abolished from 1 January 2001.


� In fact they were nationally collected by the INPS and poured out again to the state budget.


� There were two NHFs in the state budget, one for current and another for capital expenditure.


� Except for cash advances


� I.e. patients anticipate the payment of  services and then are reimbursed by the SSN


� They are (in brackets the percentages of resources devoted to them in 2000): public health (5%), primary health services (49%), hospital services (46%)


� Weights are ratios of health consumption by age groups, where the middle-age group equals 1


� These are: public health, general practitioners and specialist care, drugs, hospital care, elderly care, residential care.


� These are unofficial calculations, resulting from the difference between aggregate revenues and expenditures of regions. Official debts of LHAs must be certified by the regions and the Treasury.


� ISTAT figures follow the European accounting schemes and differ (by defect) from those of the Ministry of Health. On their turn, these differ from those of OECD, which include also investment expenditure


� Given the substantial deficits incurred by regions it is more meaningful to refer to expenditure, rather than financing


� This is basically a simplified version of the allocation method adopted between 1985-91.


� These weights result from a sample inquiry (Mapelli 1994). The weights  employed by the Ministry of Health are specific of different types of expenditure and age bands.


� The last data available for 1999 are underestimated for many (south) regions and hence not useful for a comparison. Since 1997 the situation might have been changed, i.e. less regions are under the national per capita expenditure.


� In Italy districts are sub-areas in which LHEs are divided; they provide for primary care services


� This happened until the early ‘90s; now some selected data are available on the internet 


� For the equilibrium probability to be lower than 1, it must hold that if  p UR(f, E) + (1-p) URb(F, E) > UR(f, e), that is p must be larger enough.


� To be more precise, this effect does not depend only on the average per capita  income of a region, but also by the distribution of income in the different regions and by the political importance that the different classes of income recipients may have on regional governments. Unfortunately, we do not have information on the shape of the income distribution function in the different regions.


� Regions too changed  their electoral system in the ‘90s, but it is difficult to come up with a-priori's on the likely effect of this change on their financial behaviour. Possibly, the increased autonomy of regional governments from national parties may have induced them to defend more the interests of their constituency, which in this context would mean a greater incentive to try to shift regional costs to the national residents  (see for example Chari et als., 1997).  We control for this feature with a dummy in our empirical analysis, but see below in the main text for comments on regional governments autonomy.


� It is interesting to note that among the five ordinary regions which seem to plan for a tax increase in 2002 to finance health deficits, four are ruled by centre right Presidents, all of which at their second and last term in office.


� Given the structure of our data, one should control for groupwise heteroskedasticity. However, as we have already seen, this may not be a problem for expenditure and funding.


� What is missing most is the number of  hospitals staff  per region. This may be relevant, because we know that hospital expenditure is the most important issue in total health expenditure (around 75% on average), because we know that wages and salaries are the largest component of hospital expenditure (around 80%) and because we also know that this variable greatly varies across regions, with southern regions which have a per capita lower endowment of hospitals and hospital staff. Furthermore, wages and salary are determined by national contracts decided by the central government, so that a large part of regional health expenditure is determined by this variable.  Hopefully, variables such as the number of physicians, the number of hospitals and the number of beds may capture some of this variability across regions.


� Recall that in this simple model, GLS estimator reduces to pooled OLS (e.g. Greene, 1997).


� Obviously, given all that happened in Italy in the period (see figure 4.2), if we did not introduce a time trend at this level of the analysis, estimated coefficients would tend to be unstable across periods, as shown for example by the Chow test in the tables. As we will see below, once we start introducing other variables capturing the effort of recovering financial stability in the period, the time trend quickly becomes insignificant.


� Seeing them in this light, one may actually think that health deficits served another, possibly useful, purpose. Since central government could not discriminate  between Northern and Southern residents in the official setting up of the financing level, because the Constitution did not allow it  to do so, bailing out of regional deficits represented a hidden way to give more money to the  Northern regions to compensate them for their higher needs.


� As a symptom of collinearity, note the increase in the SE of the coefficients associated with the two “political” variables.


� Once again, as a symptom of collinearity look at the increase in SE of “political” variables coefficients.


� Some of them are preparing to do so in 2002, in exchange of more money been given to  them by the government. It is hard to say if this is a signal of a structural change in intergovernmental relationship. Many features of the August 2001 pact --such as the unrealistic ceiling imposed on drugs expenditure for all regions-- and the same identity of the regions taking this decision make one feels very doubtful that this is the case.  However, the idea that health expenditure should be decided as a result of  an intergovernmental agreement is in line with what we suggest below.


� Some care should be taken in defining the tasks of this chamber, however, limiting its role to regulate shared functions. In the German federalism system, for instance, the role of the Bundesrat is so large that in practise no decisions can be taken on economic grounds without its consensus. This in itself may raise soft budget constraint problems as  coalitions of Laenders can succeed  in "blackmailing" the federal government in offering them financial help (Rodden, 2001; Seitz, 1996). 


� The system although “vertical”, would then have the same effects of  an “horizontal” one; for the advantages of horizontal system on budget constraints see Bordignon et als, 1997


� Although not for health care, which is financed through conditional grants. In Australia, however, health care is an exclusive function of the regional states.


� Notice that these problems did not disappear with the elimination of the NHF.  The correction for health needs in the formula of the Dlegs 56/2000 reproduces the NHF per capita sharing rule.


� More than two hundred economists work in the Australian Commission. In Italy we already have a body which performs somehow the same functions, the Corte dei Conti. But its institutional tasks are different and are not only limited to regions. We also have a technical body in the Ministry of Health, the  Agenzia dei servizi sanitari which does a good job in offering up to date institutional and empirical analysis of health expenditure across regions. This agenzia should become part of the newly introduced Authority.


� As we noted in section 2 the agreement reached in August 2000 by the national government and the regions, was reneged by the Italian Parliament in December 2000; and in order to have its (August 2001) agreement approved by the parliament, the new government had to use the confidence vote in December 2001. 


� They have just been issued; December 2001.


� As noted by France (2001), the Italian National Health Service is rather peculiar for having interpreted the requirement of a national system as simply meaning (absolute) uniformity in the supply of services across the territory. This has never been reached in a unitary state and is probably even less attainable in a federal one. There are however other principles, such as universalism (coverage of population), accessibility (reasonable costs) and transferability, which may be more important in a federal context. For example, they are explicitly recognised in the Canadian Health Act, signed by all Canadian Provinces. In  particular, transferability of health entitlement from a region to the other should be maintained as a fundamental right of citizenship.
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